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Chapter

1

Executive Summary

introduction

Under contract to the Kentucky Department for Medicaid Services, Myers and
Stauffer LC performed a study of the cost of dispensing prescription medications
to Medicaid recipients in the Commonwealth of Kentucky. Components of this
study include:

» Pharmacy dispensing cost survey.
» Estimated acquisition costs study.

The dispensing cost study used a proven cost survey instrument similar to that
used by Myers and Stauffer in Medicaid pharmacy engagements in 17 other
states. All Kentucky pharmacy providers enrolled in the Medicaid program were
surveyed; 377 filed cost surveys that could be included in this analysis. All
dispensing cost surveys were subject to extensive desk review procedures.
Twenty pharmacies were selected for on-site field examinations to validate
reported costs. Survey data was used to calculate the average cost of dispensing
at each pharmacy. Results from all pharmacies were tabulated and subjected to
statistical analysis as required by KRS 205.561.

Drug acquisition cost comparisons were compiled and analyzed for the top 2,000
drug products (as measured by Medicaid expenditures in calendar year 2002) of
the Kentucky Medicaid pharmacy program. All pharmacies participating in the
Kentucky Medicaid program were asked to participate in the study by submitting
pharmaceutical purchase invoices for one month from calendar year 2002 or
2003. Invoices were received from a sufficient representative sample of Kentucky
Medicaid participating pharmacies and analyzed as required by KRS 205.561.
Pharmacies which responded included an appropriate mix based upon factors
relating to retail versus institutional settings, independent versus chain affiliation
and urban versus rural location. The actual acquisition cost data shown on
invoices obtained from Kentucky pharmacy providers was compared to the
standardized Average Wholesale Price (AWP). Actual acquisition costs were
also compared to the Federal Upper Limit (FUL) and the Kentucky State
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Maximum Allowable Cost (SMAC) for those multi-source drugs with upper limit
pricing.

Summary of Findings

The significant findings of the study are as follows:

Dispensing Cost

o The statewide average (mean) cost of dispensing, weighted by
Medicaid volume, was $5.86. This figure excludes 15 specialty
pharmacies which exhibited a significantly different cost structure.

« Higher dispensing costs were observed for institutional pharmacies (i.e.,
pharmacies which dispense a high proportion of prescriptions to residents
of long-term care facilities) as compared to more traditional retail
pharmacies. These observed differences in dispensing cost at the
pharmacies responding to the survey were determined to be statistically
significant. This difference in cost appears to be primarily associated with
overhead costs for specialized equipment as well as expenses incurred to
deliver prescriptions.

« Among retail pharmacies, higher dispensing costs were observed in chain
pharmacies, as compared to independent pharmacies. Higher labor cost
for employee pharmacists in chain pharmacies was a contributing factor.

e Pharmacies in urban areas of Kentucky were observed to have higher
dispensing costs than pharmacies in rural areas.

e Responses to this voluntary survey were slightly biased toward the
disproportionate inclusion of institutional and chain retail pharmacies. The
observed average dispensing cost for all non-specialty pharmacies was
adjusted to yield a composite average dispensing cost based on
characteristics of the entire Kentucky Medicaid pharmacy population. This
calculation yielded an adjusted average (mean) dispensing cost, weighted
by Medicaid volume, of $5.76.

o This figure of $5.76 is $0.52 more than findings from the 2001 study.
Significant inflationary pressures continue to operate on pharmacies in
Kentucky. Most of the increase in cost on a per prescription basis was
associated with increases in labor costs. Anecdotal accounts of increased
pharmacist salaries due to a perceived pharmacist “shortage” appear to
be confirmed, in part, by the survey data. This phenomenon was
especially pronounced for pharmacists employed at chain pharmacies.

e No systematically higher costs associated with pharmacies that have a
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higher percentage of Medicaid prescription volume were found.

Table 1.1 Dispensing Cost” for Kentucky Pharmacies

Pharmacies Included in Analysis® 362

Unweighted Average (Mean) $6.40
Weighted Average (Mean)® $5.86
Weighted Median® $5.72
Adjusted® Weighted Average (Mean)® $5.76

Inflated to June 30, 2003. .
B Excludes 15 specialty pharmacies (e.g., those that dispensed a significant amount of intravenous,
infusion, inhalation therapy or biotech injectable prescriptions).
€ Weighted by Medicaid volume.
P Average dispensing cost adjusted to compensate for response rate bias.

Ingredient Acquisition Cost

= For the 133 pharmacies that provided invoices from external wholesalers,
typical acquisition costs for single source drugs ranged from 79% to 80% of
the AWP. The average acquisition cost was 79.4%, with a standard
deviation of 1.2%. This measurement is 2.3% less than the corresponding
measurement observed in the study of pharmaceutical acquisition cost
performed by Myers and Stauffer in 2001. It appears that a significant
number of pharmaceutical manufacturers have modified their pricing
strategies such that the actual acquisition cost of drug products is lower in
relation to the AWP.

» Some of the pharmacies in the sample were institutional providers that
dispensed prescriptions to patients in long-term care or other institutional
settings. Acquisition costs at these pharmacies for single source drug
products averaged 76.8% of the AWP, as compared to 79.7% for pharmacies
that dispensed prescriptions in traditional retail settings.

= Of the sampled 1,000 single source drugs, 867 drug products were matched
to one or more purchases. For these 867 single source products, average
acquisition cost was 78.9% of the AWP. The average actual drug acquisition
cost is considerably less than the Department’s current ingredient cost
allowance of AWP minus 12% (88% of the AWP).

» The acquisition costs for multi-source drugs exhibited much greater variation,
but averaged 55.3% of the AWP for drugs without FUL prices. For muliti-
source drugs with FUL prices, the average acquisition cost was 15.2% of the
AWP and 40.4% of the FUL. For multi-source drugs with SMAC prices (but
not an FUL price), the average acquisition cost was 75.4% of the SMAC.
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Conclusions

There are several factors that should be considered in determining an appropriate
Medicaid pharmacy reimbursement formula besides dispensing and drug
acquisition costs incurred by pharmacies. These factors include market
dynamics (i.e., the rates accepted from commercial third-party payers) balanced
with the need to maintain sufficient access to services for Medicaid recipients
throughout the state.

Findings from this study indicate that the current pharmacy ingredient
reimbursement rate of AWP less 12% provides payments in excess of the costs
actually incurred by Kentucky pharmacies in acquiring pharmaceutical products
for Medicaid recipients.

Historically, much of the attention in setting Medicaid pharmacy reimbursement
rates has focused on the dispensing fee component. However, as
pharmaceutical prices continue to increase, more and more of the program'’s
budget is consumed by the ingredient portion of drug reimbursement, rather than
by dispensing fees. Currently, the average single source Medicaid prescription in
Kentucky costs the program approximately $77 and margins on drug ingredient
cost can be more than $10 per prescription.

With no foreseeable end to the escalation in prices for new drug therapies, this
relationship between dispensing fees and the margin on ingredient costs can only
become more pronounced. It is recommended that the Department continue to
monitor and review its ingredient cost allowance.
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Chapter

2

Program Overview

Kentucky Medicaid Pharmacy Program Overview

The Kentucky Medicaid program includes a benefit for prescription drugs. This
program allows recipients access to many commonly prescribed drugs through its
formulary.

The current dispensing fee reimbursed is $4.51 and ingredient reimbursement is
AWP minus 12.0% (with limitations). Medicaid reimbursement is based on the
lower of the following prescription charge formulas:

» State Maximum Allowable Cost (SMAC) or Federal Upper Limit (FUL), when
applicable for multi-source products, plus a dispensing fee.

» Average Wholesale Price minus 12.0% plus a dispensing fee for single
source products and multiple source products with no SMAC or FUL.

» Provider's usual and customary charge to other payers.

Approximately 1,250 pharmacy providers participate in the Kentucky Medicaid
drug program. Approximately 42% of the stores are chain-affiliated, and 58% are
independently-owned stores. Independent providers are responsible for
approximately 54% of the Medicaid volume. Among Kentucky Medicaid
providers, the average annual Medicaid volume is approximately 12,000
prescriptions. This average is impacted by a small number of pharmacies filling
over 100,000 Medicaid prescriptions per year. The median annual Medicaid
volume is much less, roughly 6,500 prescriptions.
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Drug Utilization Profile

Myers and Stauffer obtained a claims summary file from the Department for
Medicaid Services. This file summarized pharmacy claims processed for calendar
year 2002. Information from this file indicates that the Kentucky Medicaid
pharmacy program reimbursed:

= Approximately 22,000 drug products (by NDC).
= 16.9 million prescriptions.
s $731.6 million for prescription drug products.

Although approximately 85% of the 22,000 drug products and 60% of the 16.9
million prescriptions were multi-source drug products, these products account for
only 28% ($206 million) of the expenditures. The majority of the program’s
expenditures, $526 million, were for single source (i.e., “brand name”) drug
products. The proportion of drug expenditures that is for single source drugs has
increased in recent years as new and more expensive pharmaceutical products
continue to become available.

Reimbursement for most multi-source drug products is limited by FUL or SMAC
prices. For drugs on the FUL list, the Centers for Medicare and Medicaid Services
(CMS) semiannually reviews and updates the FUL drug list. Each FUL equates to
150% of the lowest wholesale price listed in any of the various published
compendia of cost information of drugs. SMAC prices are computed similarly by
the Department for Medicaid Services and apply to multi-source drugs without an
FUL. The following table summarizes the makeup of the program’s expenditures
by single source and multi-source categories. The table also subdivides drug
products based on whether the product has an FUL or a SMAC.

' Medicaid recipients in some regions of Kentucky were integrated into managed care programs. Accordingly, these
recipients receive pharmaceutical benefits outside of the traditional fee-for-service program.

Myers and Stauffer
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Table 2.1 Summary of Drug Program Utilization

Single
Source
Products

3,355

6.8 Million

40%

$526 Million

72%

Products
with an
FUL/SMAC
Price

8,220

38%

6.0 Million

35%

$131 Million

18%

2 Products

without an

FUL/SMAC
Price

-

10,118

47%

4.1 Million

25%

$75 Million

10%

Subtotal:
Multi-Source
Products

18,338

85%

10.1 Million

60%

$206 Million

28%

Total: All
Products

21,693

100%

16.9 Million

100%

$732 Million

100%

Note: Existence of FULISMAC prices is based upon April 2003 prices. Utilization figures were obtained from the

Department for Medicaid Services and are for calendar year 2002.
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Chapter

3

Dispensing Cost Survey

The two primary components for reimbursement of pharmaceuticals are drug
ingredient cost and the dispensing fee. The dispensing, or professional, fee is
paid to pharmacies to cover their overhead and labor costs. Federal regulations
at 42 CFR 447.331-333 require states to establish a reasonable dispensing fee
and to document their pharmacy reimbursement methodology in their state plan.
The Kentucky Department for Medicaid Services is required by K.R.S. 205.561
to produce a report every three years with estimates of the costs of dispensing
prescription medication to Medicaid eligible recipients. Dispensing fees for
Medicaid programs have typically been based on an analysis of costs incurred by
pharmacies within the state and tend to vary somewhat from state to state. In
order to determine costs incurred to dispense pharmaceuticals to Medicaid
recipients in the Commonwealth of Kentucky, Myers and Stauffer utilized a
survey method consistent with the methodology of the previous surveys
conducted by Myers and Stauffer in 17 states.

Methodology of the Survey

Development of Methodology

Survey methodologies used by the firm have been developed and refined since
the first dispensing cost study engagements in the 1970’s. The cost accounting
principles used in the study are, however, standard to the health care industry
and are similar to methods other experts have used to study pharmacy
dispensing cost. Please refer to Appendix A for references to other pharmacy
studies and the accounting principles which provide background to the
methodologies used in this study.

Survey Population

The Kentucky Department for Medicaid Services provided Myers and Stauffer
with a list of pharmacy providers currently enrolled in the Medicaid program. Cost
surveys were sent to all pharmacies enrolled in the Medicaid program. Of the
1,257 pharmacies receiving cost surveys, 725 were independent pharmacies and
532 were chain pharmacies.

Myers and Stauffer.c
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Mailing Procedures

Survey forms were mailed on June 3, 2003, to all pharmacy providers currently
enrolled in the Medicaid program. Each pharmacy received a copy of the cost
survey (Exhibit 1), a list of instructions (Exhibit 2), a letter of introduction from the
Commonwealth of Kentucky (Exhibit 3), a letter of explanation from Myers and
Stauffer (Exhibits 4 and 5), and a business reply envelope.

Survey Participation

Of the 1,257 surveyed pharmacies, 58 pharmacies were determined to be
ineligible to participate. Providers were deemed ineligible if they had closed their
pharmacy, had a change of ownership, or had less than six months of cost data
available.

Concerted efforts to encourage maximum participation were made by various
parties concerned with the success of the survey. An official letter explaining the
purpose of the study was sent to the sampled pharmacy providers by the
Kentucky Department for Medicaid Services. The cost survey forms and
instructions and a letter of explanation from Myers and Stauffer offered pharmacy
owners the option of having Myers and Stauffer complete certain sections of the
survey form if copies of financial statements and/or tax returns were supplied. A
toll-free telephone number was listed on the survey form, and pharmacists were
urged to call to resolve any questions they had concerning completion of the
survey form. A letter reminding pharmacies to participate in the survey was sent
on June 27, 2003 (Exhibit 6).

By the original filing deadline of July 15, 2003, 126 cost surveys had been
received. In an effort to increase the response rate, surveys were accepted after
the due date and staff from Myers and Stauffer made phone calls to non-
responding pharmacies. Additionally, Myers and Stauffer sent another letter to
non-responding pharmacies encouraging them to participate in the survey
(Exhibit 7).

As is typical with these projects, some of the submitted cost surveys contained
errors or were incomplete. For cost surveys with such errors or omissions, the
pharmacy was contacted for clarification. There were some cases in which issues
on the cost survey were not resolved in time for inclusion in the final analysis.
Ultimately, 377 surveys were entered into a database and used in the analysis of
dispensing costs.

Myers and Stauffer.
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The following table, 3.1, summarizes the cost survey response rate.

Type of
Pharmacy

Chain

Total
Medicaid
Participating
Pharmacies

532

Table 3.1 Pharmacies Responding

Pharmacies

Receiving
Cost
Surveys

532

Pharmacies
Exempt
from Filing

to Cost Surve

Eligible
Pharmacies

526

Usable
Cost
Surveys
Received

196

Response
Rate

37.2%

Independent

725

725

673

181

26.9%

TOTAL

1,257

1,257

1,199

377

31.4%

Reporting Bias

Of these 377 cost surveys, 181 were from independent pharmacies and 196, or
52%, were from chain pharmacies. The slight over representation of chain
pharmacies (compared to 42% of eligible Medicaid providers) was due to several
reasons. First, the decision of a chain organization to file typically meant filing for
all, or at least the majority, of its pharmacies participating in the Kentucky
Medicaid program. There were three major pharmacy chains in Kentucky that
filed usable cost surveys, but these three chain organizations collectively supplied
172 usable surveys. The decision for an independent pharmacy to file, however,
typically only affected one, or on some occasions, two or three stores. Chain
organizations typically have corporate accounting offices or third party program
managers in place to hande tasks such as completing cost surveys. Owners of
independent pharmacies, however, are often involved in many facets of their
business operation, and consequently are in some cases less likely to have the
time or resources available to complete a cost survey. Another minor reason for
a greater number of chain pharmacy surveys being available was an increased
difficulty of contacting independent pharmacists to resolve any issues involved
with their cost report. Chain pharmacies, alternatively, could be contacted through
their corporate offices where, again, mechanisms were in place to deal with the
inquiries.

Since the response rate of the sample pharmacies was less than 100 percent, the
possibility of bias in the responding sample should be considered. To measure
the likelihood of this possible bias, a chi square (%) test was performed. This test
was used to determine whether the final sample was independent with respect to
chains versus independents.

The results of the y*test indicate that the final sample of 377 cost reports was
biased toward a disproportionately large number of chain providers. As there is
some bias in the final sample, further analysis must be performed to determine
whether there is a significant difference in costs of these two provider categories.
This issue is further addressed in the “Analysis and Findings” section of this
chapter.
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Receipt and Review Procedures

For confidentiality purposes, each pharmacy was randomly assigned a four-digit
identification number and each cost survey was carefully examined. This review
identified incomplete cost surveys, and pharmacies submitting these cost surveys
were sent a "Request for Additional Information" letter specifying the information
necessary for completion (Exhibit 8) or were contacted by telephone.

Field Examination Procedures

A total of 20 pharmacies were selected for a field examination. The selection was
primarily random, but geographic location was taken into consideration. A letter
was sent to each selected pharmacy explaining the selection process, the time
period during which the field examination would take place, and the necessary
data to have available. Each pharmacy was then contacted by telephone for
further explanation of the field examination and confirmation of the time and date.
An examination file was prepared for each of the pharmacies containing a
uniform field examination program, a copy of the completed reviewed cost
survey, and other necessary work papers.

Following the actual visit to the pharmacy, work papers were completed by
making a second examination of each file to ensure that all necessary information
had been obtained. A follow-up letter was sent to each pharmacy visited,
expressing appreciation for the time and cooperation of pharmacy personnel.
Each work paper file was reviewed for quality assurance. Resullts of the field
examinations showed no significant bias in overstating or understating costs
reported on the cost survey (Exhibit 9).

Cost Finding Procedures

For all pharmacies, the basic rationale used to calculate the average dispensing
cost per prescription was to calculate the total dispensing-related cost and divide
it by the total number of prescriptions dispensed:

Total (Allowable) Dispensing Related Cost
Total Number of Prescriptions Dispensed

Average Dispensing Cost =

Determining the result of this simple equation becomes more complex due to the
challenge of determining the amount of cost that is strictly related to the
prescription dispensing function of the pharmacy. Most pharmacies are also
engaged in lines of business other than the dispensing of prescription drugs. For
example, many pharmacies have a retail business with sales of over-the-counter
(OTC) drugs and other non-medical items. Some pharmacies are involved in the
sale of durable medical equipment. The existence of these other lines of business
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necessitates that procedures be taken to isolate the costs involved in the
prescription dispensing function of the pharmacy.

Cost finding is the process of recasting cost data using rules or formulas in order
to accomplish an objective. In this study, the objective is to estimate the cost of
dispensing prescriptions to Medicaid recipients. To accomplish this objective,
some pharmacy costs must be allocated between the prescription dispensing
function and other business activities. This process identified the reasonable and
allowable costs necessary for prescription dispensing to Medicaid recipients.

Dispensing cost consists of two components: overhead and labor. The cost
finding rules employed to determine each of these components are described in
the following sections.

Overhead Costs

Overhead cost per prescription was calculated by summing the allocated
overhead of each pharmacy and dividing this sum by the number of prescriptions
dispensed. Overhead expenses originally reported for the entire pharmacy were
allocated to the prescription department based on either:

» Sales ratio (prescription sales divided by total sales)

» Area ratio (prescription department floor space (in square feet) divided by total
floor space)

= Al (100%)
* None
Overhead costs that were considered entirely prescription-related include:

» Prescription department fees
» Prescription delivery expense
= Prescription computer expense

= Prescription containers and labels (For many pharmacies the costs
associated with prescription containers is captured in their cost of goods.
Subsequently, it was often the case that a pharmacy was unable to report
expenses for prescription containers. In order to maintain consistency, a
standardized allowance for prescription containers was determined after
consultation with several pharmacists. See Exhibit 10.)

» Certain other expenses that were separately identified on lines 27-29% (see
the cost survey in Exhibit 1)

2 Expenses that were considered entirely prescription-related were transferred to Line 28. One example is continuing
professional education for a pharmacist.

Myers and Stauffer:c
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Overhead costs that were not allocated as a prescription expense include:

» Income taxes®

= Bad debts*

= Advertising

= Charitable Contributions®

Certain costs reported on Lines 27, 28, and 29 were occasionally excluded. An
example is freight expense, which usually relates only to nonprescription
purchases or cost of goods sold.

The remainder of the costs was assumed to be related to both prescription and
nonprescription sales. Joint cost allocation is necessary to avoid understating or
overstating the cost of filling a prescription.

Those overhead costs allocated on the ratio of the floor space (as previously
defined) include:

» Depreciation
»  Real estate taxes

* Rent
s Repairs
»  Utilities

The costs in these categories were considered a function of floor space. For
example, the larger the facility, the higher the rent, if other factors are considered
equal. The floor space ratio was increased by 50 percent from that reported on
the original cost survey to allow for waiting area for patients and prescription
department office area. The resulting ratio was adjusted downward, when
necessary, not to exceed the sales ratio (in order to avoid allocating 100% of
these costs in the rare instance where the prescription department occupies the
majority of the area of the store).

3 Income taxes are not considered an operational cost because they are based upon the profit of the pharmacy operation.
Although a separate line was provided for the state income taxes of corporate filers, it was not allowed as a prescription cost
in order to afford equal treatment to each pharmacy, regardiess of the type of ownership.

4 Bad debts were not considered a prescription-related expense since they are revenue offsets arising through an accrual
recognition of revenues which are later found to be not collectible. Disallowing this expense also afforded equal treatment to
providers, irrespective of their method of accounting.

5 individual proprietors and partners are not allowed to deduct charitable contributions as a business expense for federal
income tax purposes. Any contributions made by their business are deducted along with personal contributions as itemized
deductions. However, corporations are allowed to deduct contributions as a business expense for federal income tax
purposes. Thus, while Line 19 on the cost report recorded the business contributions of a corporation, none of these costs
were allocated as a prescription expense. This, again, afforded equal treatment for each type of ownership.
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Overhead costs allocated using the sales ratio include:

» Personal property taxes

»  Other taxes

= Insurance

» [nterest

= Accounting and legal fees
» Telephone and supplies

= Dues and publications

Labor Costs

Labor costs are calculated by allocating total salaries, payroll taxes, and benefits
based on the percent of time spent in the prescription department. The allocations
for each labor category were summed and then divided by the number of
prescriptions dispensed to calculate labor cost per prescription. There are various
classifications of salaries and wages requested on the cost survey (Lines 31-44)
due to the different cost treatment given to each labor classification.

The total salaries, payroll taxes, and | Example:

benefits of employee pharmacists
(Lines 34-38) were multiplied by a
factor based upon the percent of
prescription time. Although some
employee pharmacists spent a

An employee pharmacist spends 90 percent of
his/her time in the prescription department. The
90 percent factor would be modified to 95

percent:
(2)9)
(1+.9)

portion of their time performing
nonprescription duties, it was
assumed that their economic
productivity when performing

Thus, 95 percent of the reported salaries, payroll
taxes, and benefits would be allocated to the
prescription department. It shoutd be noted that
most employee pharmacists spent 100 percent of

their time in the prescription department.

nonprescription functions was less
than their productivity when
performing prescription duties. Therefore, a higher percentage of salaries, payroll
taxes, and benefits was allocated to prescription labor costs than would have
been allocated if a simple percent of time allocation was utilized. Specifically, the
percent of prescription time indicated was multiplied by two and divided by the
percent of prescription time plus one.

The allocation of salaries, payroll taxes, and benefits for all other prescription
employees (Lines 39-43) was based directly upon the percentage of time spentin
the prescription department as indicated on the individual cost survey. For
example, if the reported percentage of prescription time was 75 percent and total
salaries were $10,000, then the allocated prescription cost would be $7,500.
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Owner Compensation Issues

The allocation of salaries, payroll taxes, and benefits of the owner pharmacists
(Lines 31-33) was based upon the same modified percentage as that used for
employee pharmacists. However, limitations were placed upon the allocated
salaries, payroll taxes, and benefits of owner pharmacists. Since amounts shown
for owner pharmacists are not historical costs that have arisen from arm's length
negotiations, they are not similar to other costs. A pharmacy owner has a different
attitude toward other expenses than toward his/her own salary. In fact, owners
often pay themselves above the market costs of securing the services of an
employee pharmacist. This excess effectively represents a withdrawal of
business profits, not a cost of dispensing. Some owners may underpay
themselves for business reasons, which would also misrepresent the true
dispensing cost.

A factor considered in determining the allocation of owner's salaries was the
variability in productivity. For example, one owner pharmacist may dispense
30,000 prescriptions per year while another may dispense 5,000. Those owner
pharmacists who dispensed a greater number of prescriptions were allowed a
higher salary than were owner pharmacists who dispensed a smaller number of
prescriptions. Since variance is not nearly as great with respect to employee
pharmacists, the owner pharmacist's salary was subjected to limits based upon
employee pharmacists' salaries per prescription.

Determining Owner Compensation Allowances

To estimate the cost that would have been incurred had an employee been hired
to perform the prescription-related functions actually performed by the owner, a
statistical regression technique was used. A bivariate plot shows the correlation
between an independent (predictor) variable and a dependent (predicted)
variable. The upper and lower limits on owner pharmacist salary were determined
from a bivariate regression (Chart 3.1)%. In order to accurately reflect the trend of
decreasing marginal costs with increasing volume, a regression technique that fit
the bivariate data to a logarithmic curve was used. The resulting regression
equation to predict pharmacist labor cost at varying amounts of work performed
is:

Labor cost = 31,041 X In (number of prescriptions dispensed 7) —244,584
(where In represents the natural logarithm function)

® Employee pharmacist salary per prescription was used to set limitations on owner pharmacist salary estimates due to the
“arm'’s length” nature and lack of variance in employee productivity compared with owner productivity.

7 The number of prescriptions filled by the owner pharmacist was determined by multiplying the percent of owner-filled
prescriptions (Lines 31-33 of the cost report) by the total number of prescriptions dispensed (Line a).
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This equation was used to establish limits for allocating owner pharmacist costs.
There was variation in actual employee salaries both above and below this
regression line. This variation is measured by the equation’s standard error of the
estimate, $17,545. The standard error of the estimate was used to construct
upper and lower limits of owner pharmacist labor cost:

Upper Limit = 31,041 X tn (number of prescriptions dispensed) —213,249
Lower Limit = 31,041 X In (number of prescriptions dispensed) —254,575

These two constraints effectively set upper and lower thresholds at approximately
the 30" and 95" percentiles of volume adjusted employee salaries. An additional
constraint is a $107,084 maximum annual salary and an $8,000 minimum salary.
These amounts are set at the 30" and 95" percentile of volume adjusted
employee salaries.

Chart 3.1 Owner Pharmacist Limits Based on Employee Pharmacist Salaries
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There is no reason to believe that managerial or clerical duties performed by the
nonpharmacist owners were more valuable to the prescription dispensing function
than for other functions. As with other owners, the amount shown for salaries,
payroll taxes, and benefits was not a result of arm's length negotiations.
Therefore, an upper limit of $30,000 and a lower limit of $15,000 were placed
upon these prescription costs. These limits were chosen based on experience in
prior surveys. No adjustment was made to the percentage of prescription time
factor for owner nonpharmacists (Lines 31-33).
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A sensitivity analysis of the owner pharmacist labor limits was performed in order
to determine the impact of the limits on the overall analysis of pharmacy cost. Of
the 377 pharmacies in the cost analysis, owner pharmacist limits applied to 121
pharmacies, or 32%. Of these, 77 pharmacies had costs reduced as a result of
application of these limits (on the basis that a portion of owner salary “cost”
appeared to represent a withdrawal of profits from the business) , and 44
pharmacies had costs increased as a result of the limits (on the basis that owner
salaries were below their market value). In total, the final estimate of average
pharmacy dispensing cost per prescription was decreased by approximately
$0.22 as a result of the owner pharmacist salary limits.

Overall Labor Cost Constraints

An overall constraint was placed on the proportion of total reported labor that
could be allocated as prescription labor. The constraint assumes that a functional
relationship exists between the proportion of allocated prescription labor to total
labor and the proportion of prescription sales to total sales. Itis also assumed
that a higher input of labor costs is necessary to generate prescription sales than
nonprescription sales, within limits.

The parameters of the applied labor constraint are based upon an examination of
data submitted by all pharmacies. These parameters are set in such a way that
any resulting adjustment affects only those pharmacies with a percentage of
prescription labor deemed unreasonable. For instance, the constraint would come
into play for an operation that reported 75 percent pharmacy sales and 100
percent pharmacy labor (obviously, some labor must be devoted to generating
the 25 percent nonprescription sales).

To determine the maximum percentage of total labor allowed, the following
calculation was made:

0.3(Sales Ratio)
0.1+ (0.2 )(Sales Ratio)

A sensitivity analysis of the labor cost restraint was performed in order to
determine the impact of the limit on the overall analysis of pharmacy cost. The
analysis indicates that of the 377 pharmacies included in the dispensing cost
analysis, this limit was applied to 23 pharmacies. The final estimate of average
pharmacy dispensing cost per prescription was decreased by approximately
$0.01 as a result of this limit.
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Inflation Factors

All allocated costs for overhead and labor were totaled and multiplied by an
inflation factor. Inflation factors are intended to reflect cost changes from the
middle of the reporting period of a particular pharmacy to a common fiscal period
ending December 31, 2003 (specifically from the midpoint of the pharmacy’s
fiscal year to the midpoint of the common fiscal period, June 30, 2003). The
midpoint and terminal month indices used were taken from the U. S. Government
Consumer Price Index (CPI), Urban Consumer (see Exhibit 11). The use of
inflation factors is necessary in order for pharmacy cost data from various fiscal
years to be compared uniformly.
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Analysis and Findings

The dispensing costs for all
pharmacies in the sample
are summarized in the
following tables and
paragraphs. Findings for all
pharmacies in the sample
are presented collectively,
and additionally are
presented for subsets of the
sample based on pharmacy
characteristics. There are
several statistical
measurements that may be
used to express the central
tendency of a distribution,
the most common of which
are the average, or mean,
and the median (see
sidebar). Findings are
presented in the forms of
means and medians, both
raw and weighted.

In many real world settings
such as this dispensing cost
survey, statistical “outliers”
are a common occurrence.
These outlier pharmacies
have dispensing costs that
are not typical of the majority
of pharmacies.

Different Measures of Central Tendency:

Unweighted mean: the arithmetic average cost for
all pharmacies.

Weighted mean: the average cost of all prescriptions
dispensed by pharmacies included in the sample,
weighted by prescription volume. The resulting number
is the average cost for all prescriptions, rather than the
average for all pharmacies as in the unweighted mean.
This implies that low volume pharmacies have a
smaller impact on the weighted average than high
volume pharmacies. This approach, in effect, sums all
costs in the sample and divides that sum by the total of
all prescriptions in the sample. The weighting factor can
be either total prescription volume or Medicaid
prescription volume.

Median: the value that divides a set of observations
(such as dispensing cost) in half. In the case of this
survey, the median is the dispensing cost such that the
cost of one half of the pharmacies in the set are less
than or equal to the median and the dispensing costs of
the other half are greater than or equal to the median.

Weighted Median: This is determined by finding the
pharmacy cbservation that encompasses the middle
value prescription. The implication is that one haif of the
prescriptions were dispensed at a cost of the weighted
median or less, and one half were dispensed at the
cost of the weighted median or more.

Suppose, for example, that there were 1,000,000
Medicaid prescriptions dispensed by the pharmacies in
the sample. If the pharmacies were arrayed in order of
dispensing cost, the median weighted by Medicaid
volume, is the dispensing cost of the pharmacy that
dispensed the middle, or 500,000™ prescription.

Medians are sometimes preferred to averages (i.e., the arithmetic mean) in
situations where the magnitude of outlier values results in an average that does
not represent what is thought of as “average” or normal in the common sense.

For all pharmacies in the sample, findings are presented in Table 3.2.
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Table 3.2 Cost Per Prescription — All Pharmacies

Dispensing Co
Unweighted Average (Mean) $8.13
Average (Mean) Weighted by Medicaid Volume $6.05
Unweighted Median $6.15
Median Weighted by Medicaid Volume $5.75

(Dispensing Costs have been inflated to the common point of June 30, 2003)

Chart 3.2 is a histogram of the dispensing cost for all pharmacies in the sample.
There was a large range between the highest, $122.75, and lowest, $3.02,
dispensing cost observed for pharmacies in the sample. The majority of
pharmacies (68%), however, had dispensing costs between $4.50 and $7.50.

Chart 3.2 Dispensing Cost by Pharmacy

60

1 Specialty

B Institutional
Chain

B Independent

Number of Pharmacies

Average Pharmacy Dispensing Cost per Prescription

Several pharmacies included in the cost analysis were identified as specialty
pharmacies that dispensed a significant proportion of “non-traditional”
prescriptions. The most common characteristic of these specialty pharmacies
was the dispensing of intravenous (I.V.) solutions and infusion products, however
other specialties included the provision of inhalation therapy drugs, and special
biotech injectable preparations. These characteristics, especially the provision of
intravenous and infusion products had a significant impact on pharmacy
dispensing cost. The analysis revealed significantly higher cost of dispensing
associated with the 15 pharmacies in the sample that provided significant levels
of these services.
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In every pharmacy dispensing study where information on .V. solution and
infusion product dispensing activity has been collected by Myers and Stauffer,
such activity has been found to be associated with higher dispensing costs.
Discussions with pharmacists providing these services indicate that the activities
and costs involved in filling I.V. and infusion prescriptions are significantly different
from the costs incurred by the typical retail (or institutional) pharmacy. The
reasons for this difference include:

= Costs of special equipment for mixing and storage of I.V. solutions and
infusion products.

* Higher direct labor costs because most I.V. prescriptions must be mixed in the
pharmacy, whereas the manual activities to fill a non-1.V. prescription are
mainly limited to counting pills (or vials, etc.) and printing and affixing the label.

= A pharmacy may mix and deliver many “dispensings” of a daily |.V. or
infusion solution from a single prescription, thus incurring additional costs
spread over a smaller number of prescriptions.

This latter factor, in particular, can have a dramatic impact on increasing a
pharmacy’s apparent cost per prescription.

The difference in dispensing costs that were observed for providers of specialty
services compared to those pharmacies that did not offer these specialty services
is summarized in Table 3.3.

Table 3.3 Cost Per Prescription - Specialty Versus Other Pharmacies
Unweighted
Number of Average Standard

Type of Pharmacy Pharmacies (Mean) Cost Deviation

Specialty

Pharmacies (e.g., 15 $49.81 $33.85
I.V. or infusion)

Other Pharmacies 362 $6.40 $1.88

(Dispensing costs have been inflated to the common point of June 30, 2003)

Pharmacies that dispense specialty prescriptions as a significant part of their
business can have dispensing costs far in excess of those found in a traditional
pharmacy. Based on the cost findings, it must be concluded that the costs
incurred to dispense specialty prescriptions are not representative of the costs
incurred by a traditional pharmacy. If the costs of specialty services were to be
included in the computation of an average or median dispensing cost that was
then used to establish a reimbursement rate, the effect would be to pay
approximately 95% of pharmacies an additional allowance for a service they
never provided. And, for those pharmacies providing specialty services, the

Myers and Stauffer.c

——
23 Cenlified Public Account fants




marginal increase in the fee would be immaterial in relation to the cost of actually
dispensing a specialty prescription.?

Consequently, many of the analyses that follow exclude the specialty pharmacy
providers. In making this exclusion, no representation is made that the cost
structure of those pharmacies is not important to understand. However, it is
reasonable to address issues relevant to those pharmacies in isolation from the
analysis of the cost structure of the vast majority of Kentucky Medicaid pharmacy
providers that provide “traditional” pharmacy services. Additional comments
regarding pharmacies that dispense L.V. and infusion prescriptions is included
later in this chapter.

Table 3.4 restates the measurements noted in Table 3.2 excluding pharmacies
that dispensed significant volumes of specialty prescriptions.

Table 3.4 Cost Per Prescription — Excluding Specialty Pharmacies
Dispensing Cost

Unweighted Average (Mean) $6.40
Average (Mean) Weighted by Medicaid Volume $5.86
Unweighted Median $6.04
Median Weighted by Medicaid Volume $5.72

(Dispensing costs have been inflated to the common point of June 30, 2003)
Analysis of Pharmacy Characteristics

Responding pharmacies were categorized into various groups of interest and
their dispensing costs analyzed to determine statistical significance. These
characteristics include:

= Total prescription volume

» Provision of prescription drugs to residents of long-term care facilities
» Chain versus independent pharmacy affiliation

= Urban versus rural pharmacy location

= Type of pharmacy ownership

» Total Medicaid volume

» Medicaid volume as a percent of total volume

» Provision of unit dose dispensing services

8 Although typical dispensing fees reimburse less than the dispensing costs of .V. and infusion pharmacies, they
are generally able to cover dispensing costs in the margin allowed on ingredient cost reimbursement.
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One way to determine the statistical significance of differences in dispensing cost
between the pharmacies classified by the above referenced characteristics is
through the use of a t-test. The sample data may show that a certain group of
pharmacies has a sample mean lower or higher than another group. Recognizing
that the data only represents a sample, a t-test is a statistical technique that
seeks to determine if the findings are strong enough that a similar relationship can
be expected to exist for the entire population. The t-test takes into consideration
the sample’s size, mean, and underlying variance (as measured by the standard
deviation). Although the preference of using a weighted median as a
measurement of central tendency was previously explained, a t-test requires the
comparison of the unweighted average (mean) costs.

Exhibit 12 provides additional statistical measures including the standard error of
the mean and confidence intervals. Confidence intervals given in Exhibit 12 were
calculated using appropriate statistics from the t distribution at the 95%
confidence level. These intervals are a range estimate for the population mean,
and are based upon the sample mean, standard deviation, and sample size. A
95% confidence interval identifies the range which one would expect the mean
from any sample to fall 95% of the time. It can be inferred that there is a 95%
probability that the population mean lies within the range of the confidence
interval.

All costs referred to in these analyses have been inflation adjusted to the
common point of June 30, 2003. :

1) Total Prescription Volume

Pharmacies were classified into meaningful groups based upon their differences
in total prescription volume. Dispensing costs were then analyzed based upon

these volume classifications.

Table 3.5 Pharmacy Total Annual Prescription Volume

otal A 3 elghted andard
Pre Ntio O e be Average Deviation o
of Pha a O ore ea O 0
0 t0 49,999 133 $7.53 $2.29
50,000 to 99,999 152 $5.92 $1.24
100,000 and Higher 77 $5.42 $1.00

There is a significant correlation between a pharmacy’s total prescription volume
and the dispensing cost per prescription. For all categories noted above,
differences in the average (mean) dispensing cost were statistically significant (at
the 5% level of significance). This result is not surprising because many of the
costs associated with any business, included the dispensing of prescriptions, are
fixed in nature, and do not vary significantly with increased volume. For stores
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with a higher total prescription volume, these fixed costs are spread over a
greater number of prescriptions resulting in lower costs per prescription. (A more
detailed analysis of cost variations attributable to total prescription volume using
statistical regression techniques is presented later in the report.)

2) Retail Versus Institutional Pharmacies

Pharmacies were classified by whether or not they provided a significant number
of prescriptions to residents of long-term care facilities (based on analysis of
Medicaid claims history and self-reported measurements on the dispensing cost
survey).

Table 3.6 Retail Versus Institutional Pharmacies
Unweighted Average Annual
Type of Number Average Standard Total Prescription
Pharmacy of Stores  (Mean) Cost  Deviation of Cost
Retail 338 $6.35 $1.87 68,320
Institutional 24 $7.18 $1.94 199,552

The difference in the unweighted sample averages (means) observed here was
found to be statistically significant. Institutional pharmacies displayed higher
dispensing costs despite the efficiencies associated with having higher total
prescription volume. In particular, higher costs associated with specialized
equipment and prescription delivery services contributed to the overall higher cost
of dispensing. Additional comments regarding institutional pharmacies are
included later in this chapter.

3) Chain Versus Independent Pharmacy Affiliation (Retail only)

Of the 338 non-specialty retail pharmacies, 161 were independent pharmacies
and 177 were chain pharmacies.

Table 3.7 Chain Versus Independent Pharmacies (Retail Onl

Unweighted Annual

Type of Number Average Standard Total Prescription
Pharmacy of Stores  (Mean) Cost  Deviation of Cost

Independent 161 $6.07 $2.18 60,983

Chain 177 $6.61 $1.49 74,995

The use of a t-test indicates that the difference in the unweighted averages
(means) is statistically significant (at the 5% level of significance). Despite the
higher average total prescription volume in chain pharmacies, their dispensing
costs were higher than that observed in independent pharmacies. Higher labor
costs for employee pharmacists were a major contributing factor to this
phenomenon.
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4) Urban Versus Rural Pharmacy Location

Myers and Stauffer used the zip code of each pharmacy to determine if it was
located in a Metropolitan Statistical Area (MSA) as used by CMS. Those in an
MSA were considered to be urban, and those not in an MSA were considered
rural. Pharmacies which were located outside of the commonwealth of Kentucky
were excluded from this analysis.

Table 3.8 Urban Versus Rural Pharmacy Location

Unweighted Standard Annual Total

Location of Number Average (Mean) Deviation of Prescription
Pharmacy of Stores Cost Cost
Urban 133 $6.70 $1.93 88,386
Rural 214 $6.17 $1.73 64,764

The use of a t-test indicates that the difference in the unweighted averages
(means) is statistically significant (at the 5% level of significance).

As an additional analysis of pharmécy dispensing cost by location, pharmacies
were grouped by Medicaid regions.(see Table 3.9 and Chart 3.3).

Table 3.9 Dispensing Costs by Medicaid Region

ocation O Average A a
Pharma eighted andard ota
edicaid pe Average e3a Deviation o Pre DO
Reqgio 0 ore O O Q e
Region 1 17 $6.09 $0.98 64,629
Region 2 46 $6.45 $1.81 68,963
Region 3 80 $6.66 $2.03 83,882
Region 4 46 $6.57 $2.43 60,462
Region 5 70 $6.39 $1.57 79,314
Region 6 12 $6.92 $2.01 67,871
Region 7 24 $6.08 $1.62 71,303
Region 8 52 $5.77 $1.35 72,585
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Chart 3.3 Kentucky Medicaid Regions

Several of the differences observed in the regional breakdown of dispensing cost
were statistically significant (at the 5% level of significance). Of particular note
were the higher costs in regions 3 and 6 and lower costs in region 8. The
regional analysis of cost variation appears to confirm the previously noted
phenomenon of higher dispensing costs in the urban areas of Kentucky as
compared to the rural areas. It is also noted that there is some variation in the
average total prescription volume between the various regions.

5) Type of Pharmacy Ownership

Pharmacies reported their ownership as being one of the following:

» Sole proprietor

= Partnership

= Corporation

Table 3.10 Pharmacy Ownershi

eighted andard Average Annual
Ownership e be Average Deviation o otal Prescription
of Pharma O ore e O O oiume

Sole Proprietor 26 $7.12 $3.53 37,915
Partnership 10 $5.57 $1.32 143,943
Corporation 317 $6.37 $1.67 77,179

The majority, about 88%, of pharmacies had a corporate business structure. The
dispensing costs of pharmacies owned as sole proprietorships was significantly
higher than other types of pharmacies, however it is also noted that these
pharmacies also tended to have lower total prescription volumes.
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6) Total Medicaid Volume

Pharmacies were also classified based upon their Medicaid volume. Medicaid
volume was supplied to Myers and Stauffer by the Department for Medicaid
Services.

Table 3.11 Pharmacy Annual Medicaid Prescription Volume

Annual Medicaid Unweighted Standard Average Annua

Prescription Volume ~ Number Average Deviation of  Total Prescriptio
of Pharmacy of Stores  (Mean) Cost Cost &

010 4,999 114 $7.41 $2.22
5,000 to 14,999 145 $6.24 $1.55 66,179
15,000 and Higher 103 $5.53 $1.33 121,511

For the classifications shown, some differences in the average (mean) dispensing
cost were found to be statistically significant (at the 5% level of significance). It
should be noted, however, that there is a correlation between Medicaid volume
and total prescription volume. The relationship noted with regard to Medicaid
volume, is a function of total prescription volume rather than Medicaid volume
alone.

7) Medicaid Volume as a Percent of Total Volume

A better measure of the effect of a provider's Medicaid volume was to use
Medicaid volume as a percent of total volume. To facilitate this analysis,
pharmacies were arrayed into meaningful classifications of Medicaid utilization.

Table 3.12 Pharmacy Medicaid Utilization Ratio
Medicaid Unweighted Average Annual
Prescription Volume Average Standard Total Prescription
as a Percent of Total  Number (Mean) Deviation of
Volume of Stores Cost Cost

0.0% t0 9.9% 130 $6.72 $1.82 79,495
10.0% t0 29.9% 146 $6.34 $1.86 66,635
30.0% and Higher 86 $6.03 $1.95 90,913

The differences in the sample averages (means) shown in Table 3.12 for the high
Medicaid utilization and the low Medicaid utilization groups were statistically
significant (at the 5% level of significance). There was no trend observed that
indicated that higher Medicaid utilization ratios contributed to higher costs of
dispensing. In fact, just the opposite trend (i.e., lower dispensing cost associated
with higher Medicaid utilization ratios) appeared to be present in the survey data.
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8) Provision of Unit Dose Dispensing Services

Pharmacies were classified by whether or not they provided prescription drugs in
unit dose packaging.

Table 3.13 Provision of Unit Dose Prescription Services
Unweighted

Average Standard Average Annual
Type of Number (Mean) Deviation of
Pharmacy of Stores Cost Cost

Provides Unit Dose

Services 62 $6.51 $2.00 119,425
Does Not Provide

Unit Dose Services 300 $6.38 $1.86 68,257

The differences in the unweighted sample averages (means) observed here were
not statistically significant.

9) Combinations of Significant Attributes

Previously, it was noted that all of the following factors were associated with
significantly higher dispensing costs (in addition to total prescription volume):

= [Institutional pharmacies (as compared to retail pharmacies)

» Chain pharmacies (as compared to independent pharmacies)

* Urban pharmacies (as compared to rural pharmacies)

Table 3.14 presents measurements associated with various combinations of the
above pharmacy characteristics.

Table 3.14 Grouped by Institutional vs. Retail Status, Affiliation and
Location

Unweighted Standard Average Annual
Number Average Deviation of ~ Total Prescription
Pharmacy Group of Stores  (Mean) Cost Cost

Rural Independent 114 $5.95 $1.99 61,099
Urban Independent 41 $6.41 $2.63 60,048
Rural Chain 89 $6.38 $1.25 70,980
Urban Chain 83 $6.78 $1.55 80,392
Rural Institutional 11 $6.82 $1.97 52,453
Urban Institutional 9 $7.20 $1.40 291,207
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Multivariate Analysis

The analyses described above tested for significant differences in cost by
analyzing one pharmacy attribute at a time. A more sophisticated method to
analyze the impact of pharmacy characteristics upon dispensing cost is to use a
stepwise multivariate regression analysis. In such an analysis, it is possible to
control for factors known to affect dispensing cost, such as total prescription
volume, and determine if other factors have a significant impact on dispensing
cost. It is possible for an attribute to be not statistically significant in a t-test, but
still be shown to have some effect on dispensing cost in a mulitivariate analysis (or
vice versa).

Several analyses were conducted to identify potential correlation between
pharmacy dispensing cost and certain pharmacy traits. This approach allows for
a more robust analysis than can be achieved by t-tests alone to determine the
potential influence of pharmacy characteristics on dispensing cost. The traits that
were used in the analysis included:

» Prescription sales volume

» Prescription sales ratio

= Type of location

= Unit dose delivery systems

» Delivery service

» Level and percent of Medicaid volume
= Total prescription volume

» Type of ownership

= Pharmacy building ownership

» Geographic location

= Provision of L.V. or infusion services

= Hours open

» Length of operation at location

» Percent of prescriptions dispensed paid by third party payers
» Type of affiliation

The attributes which proved to be the most significant were:
e Total prescription volume

e Provision of 1.V. or infusion services
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¢ Provision of delivery service

e Chain affiliation status

The relationship between total prescription volume and dispensing cost was
especially pronounced. A linear model to predict total prescription dispensing
costs based on prescription volume alone was able to explain over 80% of the
variation in dispensing costs in retail pharmacies. Linear regression methods
indicate that the regression equation which best describes the relationship of total
prescription volume and total dispensing cost in retail pharmacies is:

Total Costs (inflated)= $84,415 + $4.60x (Total Prescription Volume)®

Chart 3.4 Relationship Between Total Costs Chart 3.5 Relationship Between Cost per
and Total Prescription Volume Prescription and Total Prescription Volume
(Retail Pharmacies) (Retail Pharmacies)
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In this simplified model of pharmacy dispensing cost, there is the implication that
there are fixed costs of $84,415 and variable costs of $4.60 per prescription
associated with the “typical” pharmacy. The average total prescription volume for
retail pharmacies was approximately 68,300. For such a pharmacy, total
prescription costs predicted by the equation are $398,595, or $5.84 per
prescription. Clearly, for pharmacies with a high total prescription volume, fixed
costs per prescription decrease. Conversely, low volume pharmacies have
greater fixed costs per prescription (see Charts 3.4 and 3.5).

No other attribute contributed more than 2% to the predictive power of the linear
regression techniques after controlling for the variation of total prescription

volume.

9 Retail pharmacies only. The regression equation shown above was produced using an iterative regression technique that
excluded some statistical outliers that would have had the effect of distorting the regression equation.
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Adjustments to Compensate for Survey Bias

Previously it was noted that the total number of pharmacies used in this analysis
of dispensing costs was slightly biased toward the inclusion of chain pharmacies.
Furthermore, it is noted that the proportion of institutional pharmacies that
submitted dispensing cost surveys was higher than the incidence of institutional
pharmacies in the total population of Medicaid participating pharmacies. No bias
was observed with regard to the urban versus rural location of pharmacies.

This observed survey bias becomes significant given that statistically significant
differences in dispensing cost have been observed for these various subsets of
pharmacies. This means that the overall average dispensing cost is slightly
skewed toward the cost of the pharmacies over-represented in the final analysis
sample. To compensate for bias, an adjusted average dispensing cost was
calculated, as demonstrated in Table 3.15.

Table 3.15 Calculation of Adjusted Average Dispensing Cost
Average
Dispensing
Cost
Observed
Stores in in Sample  Contribution
Kentucky Average Percent  (Weighted
Medicaid Medicaid of Total by Composite
Pharmacy  Pharmacy Prescription Medicaid Medicaid  Average

Type Population Volume Volume Volume) all Stores

Independent 692 11,762 53.5% $5.28 $2.82
Chain 512 8,633 29.1% $6.11 $1.78
Institutional 53 50,076 17.4% $6.64 $1.16
Total 1,257 12,103(Avg) | 100% $5.86 (Avg) $5.76

These calculations yield an estimated average dispensing cost (weighted by
Medicaid volume) of $5.76. In theory, had the survey response rate better
matched the proportions that these pharmacy types exist in the entire pharmacy
provider population, the overall average (mean, weighted by Medicaid volume)
dispensing cost would have been approximately $5.76 for all non-specialty
pharmacies.
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Dispensing Cost Issues for Institutional and Specialty Pharmacies

Based on previous experience performing dispensing cost studies for the
Commonwealth of Kentucky, Myers and Stauffer has become aware of specific
concerns relating to the dispensing costs of certain pharmacy specialties.
Paramount among the concerns expressed are the dispensing costs of
pharmacies that dispense prescriptions to residents of long-term care facilities
and pharmacies that dispense specialty prescriptions including intravenous and
infusion services.

Institutional Pharmacies

Institutional pharmacies are operated in a distinctly different manner than a
traditional retail pharmacy. One primary consideration is that these pharmacies
tended to be very high volume pharmacies. As noted previously in the report,
pharmacies with a high prescription volume tend to be more efficient with lower
dispensing costs per prescription. Institutional pharmacies typically provide
services not offered in many retail pharmacies. This includes a heavier reliance
on delivery services and unit dose dispensing systems. While there may be
higher labor and overhead costs associated with the prescription delivery and
packaging of unit dose prescriptions, there are also efficiencies associated with
the "assembly line" production style of the pharmacy. In contrast, traditional retail
pharmacies dispense prescriptions "one at a time" as customers come to the
store or as physician calls are received. The greater control over the queuing of
prescription requests in an institutional pharmacy creates a significant advantage
in terms of scheduling the optimal amount of labor required to perform
prescription dispensing functions.

The survey instrument used in the study of pharmacy dispensing cost was
designed such that costs associated with the dispensing of unit dose
prescriptions were appropriately captured and included in the dispensing cost
analysis. For a variety of reasons relating to patient safety, convenience and
ability for returns, dispensing drugs in unit dose packaging is often preferable, or
even contractually required, for institutional pharmacies to dispense to nursing
facility residents. Unit dose prescriptions can either be purchased in pre-
packaged unit dose forms from the drug manufacturer, but most often is
packaged into unit dose forms within the pharmacy. The additional cost
associated with unit dose packaging (as opposed to traditional packaging) is
reflected in building, equipment, supplies and labor expenses.

It is noteworthy that institutional pharmacies often provide other services to
nursing homes beyond the typical prescription dispensing services offered in a
retail pharmacy. This includes the services of a consultant pharmacist in the
long-term care facility as well as medication carts, emergency medication kits and
various expanded inventory control procedures. However, these additional
services are provided as the result of a direct contractual relationship between the
institutional pharmacy and the long-term care facility. Remuneration to the
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pharmacies for these services is subject to the provisions of those contractual
relationships. Consequently, any cost for these pharmaceutical consulting
services would be reported to Kentucky Medicaid via the nursing facility cost
report. It would therefore be inappropriate to include these consulting services in
a survey of the cost of dispensing prescription medications. To the extent that
such costs could be explicitly identified, the costs associated with consultant
pharmacists were not included in the analysis of dispensing cost.

Intravenous and Infusion Pharmacies

A small number of pharmacies that responded to the dispensing cost survey
indicated that a significant portion of their business consisted of filling intravenous
or infusion prescriptions. In every dispensing cost survey performed by Myers
and Stauffer in which data on the provision of intravenous or infusion services
was collected, the provision of this service has been associated with higher
dispensing costs.

There is some difficulty, however, in determining an average dispensing cost for
this type of activity with any degree of stability. Reasons for this include the
following:

= There is a significant inconsistency in the way in which pharmacies count the
number of intravenous or infusion prescriptions dispensed. A pharmacy may
mix and deliver many “dispensings” of a daily intravenous or infusion solution
from a single prescription, thus incurring additional costs spread over a
smaller number of prescriptions. Alternatively, some pharmacies count each
daily dispensing individually.

» Many pharmacies that dispense intravenous or infusion prescriptions also
dispense traditional prescriptions. The task of segregating
intravenous/infusion and traditional dispensing costs is made difficult by the
combined approach to financial and prescription record keeping which make it
difficult to isolate costs associated with the dispensing of intravenous or
infusion prescriptions.

= Based on a review of the literature, there is also considerable variability in the
labor and equipment cost inputs into various types of intravenous or infusion
prescriptions.

Because of these factors, Myers and Stauffer has typically seen extreme variation
in the dispensing cost calculated for pharmacies that provide intravenous or
infusion prescription services. In the current survey, the dispensing cost at the 10
responding pharmacies that dispensed a significant amount of intravenous or
infusion prescriptions ranged from $8.92 to almost $80. The average (mean)
dispensing cost was approximately $43, but it should be noted that this average is
highly unstable (standard deviation of approximately $28).

Under current policies, the Kentucky Department for Medicaid Services
reimburses for intravenous prescriptions in a dispensing fee plus ingredient
reimbursement formula similar to traditional retail prescriptions. Although
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dispensing costs at intravenous pharmacies is well in excess of the current
dispensing fee, this reimbursement methodology has been accepted by these
pharmacies because the margin on ingredient reimbursement has allowed
pharmacies to offset any shortfall from the dispensing fee. In the case of
intravenous prescriptions, the typical ingredient reimbursement per prescription is
much higher than for traditional retail prescriptions. Margins realized on the
ingredient portion of reimbursement have traditionally been sufficient to subsidize
the difference between dispensing costs and dispensing reimbursement. So long
as the ingredient reimbursement rate remains at AWP minus 12%, the need for
the Department to set a separate dispensing fee for intravenous drugs is
somewhat mitigated by the margins realized on ingredient reimbursement.

Other Dispensing Cost Issues

Components of Cost

The dispensing costs of the surveyed pharmacies were broken down into the
various components of overhead and labor related costs. Table 3.16 and Charts
3.6 through 3.8 display the various cost components of the mean costs for
pharmacies in the sample. Mean costs shown are weighted by Medicaid
prescription volume.

Expenses were classified as follows:

= Owner professional labor — owner’s labor costs were subject to constraints in
recognition of its special circumstances as previously noted.

= Employee professional labor consists of employee pharmacists. Other labor
includes the cost of delivery persons, interns, technicians, clerks and any
other employee with time spent performing the prescription function of the
pharmacy.

= Building and equipment expense includes depreciation, rent, ownership costs,
repairs, utilities and any other expenses related to building and equipment.

» Prescription-specific expense includes pharmacist-related dues and
subscriptions, prescription containers and labels, prescription-specific
computer expenses, prescription-specific delivery expenses (other than direct
labor costs), continuing education, and any other expenses that are unique to
the prescription dispensing business.

= Other business expenses consist of all other expenses that were allocated to
the prescription dispensing function of the pharmacy including interest,
insurance, telephone, and legal and professional fees.
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Table 3.16 Components of Prescription Dispensing

Chain Independent Institutional|

Type of Expense Pharmacies Pharmacies  Pharmacies
Owner Professional Labor $1.67 $0.00
Employee Professional and
Other Labor $4.99 $2.31 $4.43
Building and Equipment $0.20 $0.29 $0.55
Prescription Specific
Expenses (incl. delivery) $0.39 $0.42 30.89
Other Business Expenses $0.53 $0.59 $0.77
Total $6.11 $5.28 $6.64

Chart 3.6 Components of Cost per Prescription for Chain
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Chart 3.8 Components of Cost per Prescription for Institutional
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Clearly, labor is the single largest component of cost for all pharmacy types.
Labor-related expenses accounted for 65% to 85% of overall prescription
dispensing costs. Chain pharmacies tended to have a larger ratio of labor costs
compared to independent and institutional pharmacies. Institutional pharmacies
incurred higher overhead costs, a fact which is particularly tied to their greater
investment in specialty prescription dispensing equipment and a greater use of
personnel and vehicles for prescription delivery. |
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Comparison to Previous Cost Surveys

Myers and Stauffer has conducted five surveys of dispensing cost in the
Commonwealth of Kentucky during the last six years. Data from the current and
previous surveys were compared to ascertain the magnitude of change in
dispensing cost during recent years.

Chart 3.9 displays the trend of dispensing cost since the 1998 survey. Increases
in pharmacy dispensing cost continues to outpace overall economic inflation
trends as measured by the CPI. This is a reversal of a trend observed in the mid-
1990’s in which the rate of inflation, as measured by the CPI, outpaced increases
in pharmacy dispensing cost. The slower growth of pharmacy dispensing cost
during that time could be attributed to efficiency gains due to rapidly increasin
average prescription volume as well as cost containment pressures from
managed care as pharmacies became increasingly dependent on third party
reimbursement.

Wl
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In the current survey, it is noted that although there was still an increase in the
average prescription volume for pharmacies responding to the survey, the rat{e of
increase was markedly lower (see Chart 3.10). Though the total number of |
prescriptions dispensed by pharmacies in the nation continues to increase, SO
does the number of pharmacies. Retail chain pharmacies, in particular, have
opened new stores in many markets.

The overwhelming dynamic that has acted upon pharmacy dispensing cost in the
last several years is a dramatic increase in pharmacy labor costs. There has
been some widespread reporting in the profession regarding a pharmacist
“shortage” and there is considerable discussion of this trend in industry
literature'®. This shortage has apparently been caused by the recent increas:
overall prescription volume nationwide, rapid growth of retail pharmacy outlets
and a decline in pharmacy school graduation rates.

[
5.

- s

'° Department of Health and Human Services, Health Resources and Services Administration, Bureau of Health Profegsions,
“Report to Congress. The Pharmacist Workforce: A Study of Supply and Demand for Pharmacists.” December 2000,

|
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Chart 3.10
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It would appear that the tight pharmacist labor market has had a very pronou
impact on pharmacist salaries in Kentucky in recent years. Most of the incre
in dispensing cost, on a per prescription basis, can be attributed to increases
labor costs. The survey data indicates salary and benefit increases in the ra

of 15% to 25% over the preceding three years. Chart 3.11 displays the medi

nced
ase
in
nge
ian

labor cost per hour for employee pharmacists from the most recent four surveys

of pharmacy dispensing cost in Kentucky. The data shows a substantial

acceleration in the rate of increase in pharmacist salaries during the last survey

period. It was noted that increases in pharmacist salaries were especially
pronounced among pharmacists employed in chain pharmacy settings.

Chart 3.11
Employee Pharmacist Labor Cost per Hour

1998 to 2003 Surveys
Includes Salaries and Benefits
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Table 3.17 displays the labor and overhead components of dispensing cost as

determined by recent surveys performed by Myers and Stauffer in Kentucky.
results of these surveys show a trend toward increasing labor costs that was
especially pronounced during the last two surveys. The change in overhead
costs in recent years has been minimal.

v
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Table 3.17 Labor and Overhead Components of Dispensing
Pharmacy Cost of Dispensing *

Year of

Survey Overhead
1998 $3.26 $1.34
1999 $3.35 $1.33 $4.68
2000 $3.50 $1.39 $4.89
2001 $3.86 $1.38 $5.24
2003 $4.34 $1.52 $5.86

* Average (mean) dispensing cost weighted by Medicaid volume.

Summary

To summarize, the significant findings from the dispensing cost survey are as
follows:

o The statewide average (mean) cost of dispensing, weighted by
Medicaid volume, was $5.86. This figure excludes 15 specialty
pharmacies which exhibited a significantly different cost structure.

e Higher dispensing costs were observed for institutional pharmacies (i.e.,
pharmacies which dispense a high proportion of prescriptions to residents
of long-term care facilities) as compared to more traditional retail
pharmacies. These observed differences in dispensing cost at the
pharmacies responding to the survey were determined to be statistically
significant. This difference in cost appears to be primarily associated|with
overhead costs for specialized equipment as well as expenses incurred to
deliver prescriptions.

e Among retail pharmacies, higher dispensing costs were observed in chain
pharmacies, as compared to independent pharmacies. Higher labor cost
for employee pharmacists in chain pharmacies was a contributing factor.

e Pharmacies in urban areas of Kentucky were observed to have higher
dispensing costs than pharmacies in rural areas.

e Responses to this voluntary survey were slightly biased toward the
disproportionate inclusion of institutional and chain retail pharmacies.| The
observed average dispensing cost for all non-specialty pharmacies was
adjusted to yield a composite average dispensing cost based on
characteristics of the entire Kentucky Medicaid pharmacy population.| This
calculation yielded an adjusted average (mean) dispensing cost, weighted
by Medicaid volume, of $5.76.
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¢ This figure of $5.76 is $0.52 more than findings from the 2001 study.
Significant inflationary pressures continue to operate on pharmacies in
Kentucky. Most of the increase in cost on a per prescription basis was
associated with increases in labor costs. Anecdotal accounts of increased
pharmacist salaries due to a perceived pharmacist “shortage” appear to
be confirmed, in part, by the survey data. This phenomenon was
especially pronounced for pharmacists employed at chain pharmacies.

¢ No systematically higher costs associated with pharmacies that have a
higher percentage of Medicaid prescription volume were found.

Table 3.18 Inflation Adjusted Mean Dispensing Cost

Inflation Indexed®

Adjusted® Average
(Mean)© Dispensing
Period Midpoint Cost |
Calendar Year 2003 6/30/2003 $5.76
State Fiscal Year 2004 12/31/2003 $5.82
Calendar Year 2004 6/30/2004 $5.88
State Fiscal Year 2005 12/31/2004 $5.96

” Inflation factors are based on the CPI, All Urban. Future inflation projections are based on the CPI, All Urban,

as published in Health Care Cost Review by Standard & Poor’s DRI.
BAverage dispensing cost adjusted to compensate for response rate bias.
¢ Weighted by Medicaid prescription volume.
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Chapter

4

Pharmacy Reimbursement Rates by Other Payers |

In addition to the actual cost to dispense prescriptions to Medicaid recipients,
another factor of interest to the Department was the issue of reimbursement paid
by other payers of pharmaceuticals. To determine this, a survey of prescription
charges was obtained from Kentucky pharmacies. This survey enabled an
analysis of payments received from cash customers and third party payers other
than Medicaid. This chapter also summarizes pharmacy reimbursement rates
paid by Medicaid programs bordering or near Kentucky.

Prescription Charges .Survey

Methodology
A prescription charges survey was included as an attachment to the dispensing
cost survey mailed to each pharmacy (see Exhibit 1). The survey instrument
provided for a listing of 50 new prescriptions from one of two survey dates —
October 21, 2002, or April 21, 2003. Each pharmacy was asked to list the first 50
new prescriptions filled on or immediately following one of these dates, excluding
compounded prescriptions. The survey dates were randomly assigned to each
pharmacy so that approximately one-half of the sampled pharmacies was
assigned each date. The information requested for each prescription was the
prescription number, the name and the strength of the drug, the National Drug
Code (NDC) number, the quantity filled, the actual selling price of the prescription,
and a code indicating whether the prescription was paid for by a cash-paying
customer or a third party reimbursement plan.

The usual and customary survey was utilized for several purposes:

» First, it was used to provide a test of the pharmacy’s reported prescription
sales and/or number of prescriptions dispensed.

» Second, it was used to determine an estimate of the average prescription
reimbursement for each pharmacy. Because prescriptions were marked a
being a third party or cash customer, the survey served as a means to
estimate the average reimbursement received by pharmacies from these
types of customers.

172
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Not all pharmacies filed a usable prescription charge survey and not all
pharmacies provided exactly 50 prescriptions; however, a sufficient number pf
surveys were available. After data entry and editing, the selling price data from
approximately 12,000 prescriptions was analyzed.

Analysis and Findings

The data in the prescription charges survey made it possible to estimate the
reimbursement paid by other third party payers and cash paying customers. | In
order to derive the typical reimbursement from other payers, a bivariate statistical
regression technique was used. This technique allowed us to use the
reimbursement reported on the survey, and the known Average Wholesale Price
of the drug to estimate both the ingredient and dispensing reimbursement
components of other third party payers and cash paying customers.

Chart 4.1 Prescription Charges Survey
Commercial Insurance Third Party Rxs (Single Source Products Only)
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This technique is shown in Chart 4.1. In this example, commercial third party
prescriptions for single source products were priced at the applicable AWP price
and subjected to analytical procedures to identify statistical outliers. The ensuing
data was plotted using the AWP price and the amount of reimbursement to the
pharmacy. A linear regression was performed on the data resulting in the
equation of a line that best fits the data points. The slope of the regression line,
0.850, provides an estimate for the average ingredient reimbursement for
single source drugs: AWP minus 15.0%. The y-intercept of the regression
line, $2.43, serves as an estimate for the average dispensing fee. As th
graph indicates, there is some variability in the actual reimbursement both above
and below the regression line. This is measured by the equation’s standard error
of the estimate: $2.20. Results of this example and other subsets of the charge
survey data are summarized in Table 4.1.
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Table 4.1 Regression Analysis of Reimbursement by Pharmaceutical
Payers for Single Source Drug Products

Estimated Standard
Numberof  Ingredient Estimated Error of
Prescriptions  Reimb. %  Dispensing the
Payer Type inthe Sample  of AWP Fee Estimate
Cash 93.0% $5.04 $6.28
Commercial
Insurance 2,438 85.0% $2.43 $2.20
(i.e. PBM)
Medicaid
Fee For 744 87.9% $4.60 $1.97
Service
Medicaid
Managed 92 86.6% $3.71 $1.77
Care
Worker's o
Comp. 29 89.8% $2.80 $2.72
CHAMPUS 53 85.2% $1.19 $1.13

The calculation of Medicaid's fee for service rates provides confirmation that

bivariate methodology produces meaningful results (actual rates for the dates

surveyed are $4.51 dispensing fee and AWP minus 12% for ingredients).
Possible explanations for the variation in the estimation of Medicaid fee-for-
service rates include the use of an add-on to the dispensing fee for unit dose

prescriptions, the application of the lesser of usual and customary charge, and

reporting errors by survey participants.

The survey shows that commercial third party payers are reimbursing pharm
at substantially lower dispensing and ingredient rates than are currently paid
Kentucky Medicaid. The findings in relation to commercial third parties are

consistent with a survey performed by Myers and Stauffer for the Departmen
1997."" In this survey of over 300 private insurance contracts with pharmaci
the median dispensing fee was found to be $2.50 and the median ingredient
reimbursement for single source drugs was AWP minus 12%.

A more recent report, published in 2003 by the Center for Health Care Strate
reports results from a survey of 13 (unnamed) Medicaid-focused managed ¢;
organizations (MCO). They report an average dispensing fee of $2.28 and A
discounts typically in the range of AWP minus 12% to AWP minus 15%."2
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" See A Study of the Cost of Economically and Efficiently Dispensed Prescription Medications, January 1998, prepared by

Myers and Stauffer LC for the Department for Medicaid Services.
"2 See Berjona, Nancy et al, Comparison of Medicaid Pharmacy Costs and Usage between Fee-for-Service and Cap
Setting, January 2003, published by the Center for Health Care Strategies, Inc.
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Medicaid Reimbursement in Other States

A similar analysis on multi-source products (see Tables 4.2 and 4.3) revealed
higher variation of reimbursement. Accordingly, estimates of the average
reimbursement for these types of products are less conclusive. This can be
attributed to the greater variation of actual acquisition cost by item versus the
AWP for multi-source products. The data suggests that more varied
reimbursement systems (e.g., alternative MAC'? pricing schedules proprietary
a PBM) are used by third party payers for these products with an FUL price.

—

(o)

Table 4.2 Regression Analysis of Reimbursement by Pharmaceutical
Payers for Multi-Source Products without an FUL Price

Estimated Standard
Class of Number of  Ingredient  Estimated =ige]

Multi-Source Prescriptions Reimb. %  Dispensing the
Products Payer Type inthe Sample  of AWP Fee timate

Cash 338 91.9% $4.30
C;;QJT:;E?' 939 84.3% $2.29 $2.43
No FUL Medicaid
Price aet 337 88.0% $4.42 $0.23
M‘,\*Adcicgid 72 84.2% $2.81 $1.52

Table 4.3 Regression Analysis of Reimbursement by Pharmaceutical
Payers for Multi-Source Products with an FUL Price

Estimated Standard
Class of Number of  Ingredient  Estimated Error of

Multi-Source Prescriptions Reimb. %  Dispensing the
Products Payer Type inthe Sample  of FUL Fee Estimate

Cash 438 130.7% $7.18 $3.31
ﬁgggﬁgf' 671 130.4% $3.47 $3.36

Has FUL Medicaid
Price et 255 100.6% $4.43 $0.95
M:Adécc";“d 20 128.5% $2.42 $0.96

Information regarding the reimbursement of pharmaceutical products for states in
the CMS Region IV or bordering Kentucky was obtained from published sources.
Table 4.4 summarizes this information.

'3 *Maximum Allowable Cost"
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Table 4.4 Pharmaceutical Reimbursement by other State Medicaid
Programs'*

Ingred. Reimb. Comments

- 109
Alabama ssa0 | AWP-10%OTWAC | SMAC™, co-payments $0.50 to $3.00
$4.23/
Florida $4.73 AWP - 13.25% or SMAC, in-house unit dose differential
nursing WAC + 7% of $0.015 / dose.
home
$4.63/
($0.50
Georgia PDL AWP - 10% SMAC, co-payments $0.50 to $3.00.
incentive
fee)
tﬁgfc?/ AWP - 12.11%
Hlinois $4.60 brand / AWP — SMAC, co-payments $1.00.
. o }
generics 25.2% generics
AWP — 13.5% brand
Indiana $4.90 [ AWP —-20% SMAC, co-payments $0.50 to $3.00.
generics
Co-payments $1.00 generics, $3.00
o brand, OTC drugs paid at lesser of
— 190
Mississippi $3.91 AWP - 12% AWP + $3.91, AWP+50% or shel
price.
— 0,
Missouri $4.09 AWV\F; AC1S.$§°//: or SMAC, co-payments $0.50 to $2.00.
$4.00
N . brand / o
orth Carolina $5.60 AWP - 10% SMAC, co-payments $1.00.
generics
. AWP —12.8% /
Ohio $3.70 WAC + 9% SMAC.
oo $4.05 AWP - 10% SMAC, co-payments up to $3.00.
100% Managed Care (TennCare). Reimbursement varies with managed
Tennessee care organization.
Virginia $4.25 AWP - 10.25% SMAC, co-payments $1.00.
West Virginia $3.90 AWP —12% Co-payments $0.50 to $2.00.

For the states included in Table 4.3, the reimbursement rates of the Kentucky
Medicaid pharmacy program (dispensing fee of $4.51 and ingredient

reimbursement of AWP minus 12%) ranks approximately at the median.
Furthermore, Kentucky Medicaid’s co-payment policy of $1.00 per prescription, is

“ Primary sources: Pharmaceutical Benefits under State Medical Assistance Programs, National Pharmaceutical Cquncil,
2001; ASCP Analysis of Medicaid Pharmacy Changes (State of the States),, American Society of Consuliant Pharmacists,
June 20, 2003, hitp://www.ascp.com/public/ga/ State-06-20-03.pdf, accessed on July 24, 2003. Secondary sources jnclude
state Medicaid pharmacy manuals for respective states and Medicaid pharmacy program web sites.
8 SMAC: Indicates that the state Medicaid pharmacy program uses some state-specific “maximum allowable cost” far certain
muiti-source drugs in addition to the Federal Upper Limits.
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typical, if not slightly less restrictive, than the co-payment policies used by other
states.

Conclusions

Based on the prescription charges survey, it appears that other third party payers
are reimbursing for pharmaceuticals at rates less than those paid by Kentucky
Medicaid. Additionally, third party payers (excluding Medicaid) are not allowing
for any margin in their dispensing fees. In fact, dispensing fees paid by most third
party payers are set at levels well below the dispensing cost of most pharmacies.
Margins are still realized on most third party prescriptions, however, due to the
level of ingredient reimbursement. Kentucky Medicaid pharmacy reimbursement
rates are set at approximately the median level of reimbursement rates used by
neighboring states or other states in CMS Region V.
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SURVEY OF ACQUISITION COSTS

The largest component of pharmacy reimbursement is payment to pharmacies for
prescription drug ingredient costs. Most states base ingredient reimbursement
on the Average Wholesale Price (AWP) which is available from published
sources. Recent studies, including those performed by Myers and Stauffer LC in
other states, have shown that pharmacies are able to purchase drugs at prices
that are significantly below AWP. To determine the level of discount from AWP
currently available to Kentucky pharmacies for the drugs most commonly
dispensed to Medicaid recipients, Myers and Stauffer LC performed a study of
drug acquisition costs.

Methodology

Development of Methodology

The study of acquisition cost was based upon a simple comparison of prices paid
by pharmacies with the AWP in effect at the time of the drug purchase. Drug
purchase prices for each pharmacy were obtained from the pharmacy’s own
invoices. Myers and Stauffer LC has used this method to study pharmaceutigal
acquisition costs in 11 previous surveys. Such a technique has also commonly
been used by the Office of the Inspector General (OIG) of the U.S. Department of
Health and Human Services.'® Results of previous studies performed by Myers

and Stauffer LC and the OIG are included in Appendix C to this report.

Survey Procedures

Myers and Stauffer obtained a summary of the utilization of the pharmacy
program by drug product from the Department for Medicaid Services. Using this
summary, a list of the top 1,000 single source and top 1,000 multi-source drug
products ranked by total reimbursement for the calendar year ending

'® The OIG has also used price lists obtained directly from wholesalers. The process to obtain such price lists could fa¢e
obstacles and does not yield as compelling evidence of the actual price paid by a pharmacy as could be obtained fromian
invoice.
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December 31, 2002, was created. The drug summary file included the following
data elements summarizing utilization for each drug product:
*  Number of prescriptions

* Number of units

= Dollar amount reimbursed

The file also included the following price information for each drug product for the
sample months of October 2002 and April 2003:
» Average Wholesale Price

» Federal Upper Limit price (if applicable)

v State Maximum Allowable Cost (if applicable)

As summarized in the table below, the 2,000 drug products analyzed represent
approximately 91% of Kentucky Medicaid drug reimbursement.

gs in Sample
Program Sample Drugs
Reimbursement Reimb. as
Drug Total Program for Sampled Drug  Percent of Total
Classification Reimbursement Products Program Reimb.

Table 5.1 Utilization Overview for Dru

Single Source - -
Products $525.6 Million $513.3 Million 97.7%
Multi-Source o —
Products $206.0 Million $151.8 Million 73.7%
Total $731.6 Million $665.1 Million 90.9%

The Medicaid pharmacy provider population included 1,257 pharmacies. All
pharmacies were sent a letter from the Kentucky Department for Medicaid
Services informing them that Myers and Stauffer would be performing a survey of
pharmacy acquisition cost (see Exhibit 3). Pharmacies also received a request
that they copy drug purchase invoices covering a one-month period. One-half of
the pharmacies were requested to send invoices from October 2002, and thé
other half from April 2003 (see Exhibit 4). Pharmacies were requested to su
invoices for drug purchases from both wholesalers and manufacturers.

mit

A small number of pharmacies indicated an inability to participate in the
acquisition cost survey due to being recently opened or experiencing a change of
ownership in the last six months (which precluded financial records from being
available for the requested period). Additionally, there were a limited number of
invoices received that did not meet the criteria for use in the survey. The primary
problems with these invoices included invoices from the incorrect year or month,
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purchase summaries that encompassed an extended time period, or invoices that
lacked a standardized identifier (i.e., NDC or manufacturer item code).

Two pharmacies which supplied invoices were determined to be the recipients of
special pharmaceutical pricing made available through participation in the
“Section 340B” drug discount program'’, under which certain federally funded
grantees have access to low-cost pharmaceutical drugs. Although the data
supplied by these pharmacies was valid, they reflected a much lower acquisition
cost than other pharmacies. Since pharmacies that received Section 340B

pricing are reimbursed for drugs ingredients using an actual acquisition cost
methodology'®, rather than an estimated acquisition cost methodology, the

results from these pharmacies has been excluded.

Ultimately, usable invoices were received from 152 pharmacies after follow-up
efforts to encourage participation. Characteristics of the total sample of 152
pharmacies compared to the study’s eligible population are presented in Table
5.2.

Table 5.2 Sample Pharmacy Characteristics

EAC Study
Eligible Pharmacies Included in
Pharmacy Trait Population EAC Analysis
Number of Pharmacies ' 1,257 152

Average Annual Medicaid Volume 12,103 13,384
Medicaid Volume Standard Deviation 21,387 13,634
Percent Chain 42.3% 421%
Percent Urban 41.4% 35.2%

For the traits listed in Table 2.2, the sample of 152 pharmacies was tested to
determine if it was representative of the population of Kentucky Medicaid proyider
pharmacies. Since the response rate of the sample pharmacies was less than
100 percent, the possibility of bias in the responding sample should be
considered. To measure the likelihood of this possible bias, a chi square (y2)|test
was performed.

(2]

The results of the y? tests indicate that the final sample of 152 sets of invoice
was not biased with regards to the chain versus independent affiliation statug or
the urban versus rural location of the submitting pharmacies.

From the invoices received, the drug purchase date, NDC number, drug name,
strength, package size, quantity purchased, and extended price paid were
entered into a database. Myers and Stauffer reviewed and edited the databage,
eliminating data entry errors. Data was input from 141,606 invoice line items
(representing purchases of approximately $19.3 million). Of these, there were

7 The Section 340B program makes reference to section 340B of the Veterans Health Care Act of 1992 and is adminjistered
by the Office of Pharmacy Affairs, a division of the U.S. Department of Health and Human Services.
'® See 907 KAR 1:1018 Section 2.13.
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75,802 line items that matched the list of 2,000 drugs. Acquisition cost data for
1,644 of the 2,000 sample drug products is included in the study.

Many chain pharmacies operate a product warehouse that acts as a storage and
distribution center for member chain stores and often operates as a profit center.
Some of the chains submitted internally generated invoices for their drug
purchases. The prices on these internal invoices reflected the warehouse cost of
drugs and generally not true arms-length transactions. Although these invoices
may include legitimate warehousing operational costs, they may also include a
profit factor.

There were 19 chain stores in the sample of 152 that submitted internally
produced invoices for the vast majority of drug purchases. The drug prices
reflected on these invoices created some concerns regarding their validity.
Historically, it has been observed that these concerns cannot always be resolyed
via conversations with the submitters, therefore, many of the following findings
are reported exclusive of the data from these stores’ internal invoices.

Analysis and Findings

[¢]

Invoice drug purchases were separated into the single source and multi-sourc]
categories for analysis. These two groups have distinctly different purchase
discounts from AWP. Discounts for single source drug products were generally
smaller than discounts for multi-source products. Additionally, the range of
discounts for single source products was smaller than the range exhibited by
multi-source products.

The analysis of acquisition cost focused on two areas:

= Distribution of acquisition cost by drug product

» Distribution of acquisition cost by pharmacy and pharmacy type
Single Source Drug Products

The following observations resulted from the analysis of the acquisition cost of
single source drugs:

* For the 133 pharmacies'® that provided invoices from external wholesalers,
typical average acquisition costs for single source drugs ranged from 79%|to
80% of the AWP. The average acquisition cost was 79.4%, with a
standard deviation of 1.2%. (see Chart 5.1 and Exhibits 13 and 17).

'® Of the 133 pharmacies with external invoices, there were observations of single source drugs from only 130 pharmadies.
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Chart 5.1 Acquisition Cost by Pharmacy
Single Source Products O Institutional Pharmacy Invoices
Internal Invoices

B External Invoices
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Including pharmacies which provided invoices from an intemal wholesaler, the
average acquisition cost for single source drugs was 79.8% of the AWP, Wwith
a standard deviation of 1.5%.

Some of the pharmacies in the sample were institutional providers that
dispensed prescriptions to patients in long-term care or other institutional
settings. Acquisition costs at these pharmacies for single source drug
products averaged 76.8% of the AWP, as compared to 79.7% for pharmacies
that dispensed prescriptions in traditional retail settings (see Table 5.4 and
Exhibit 17).

Chart 5.2 Acquisition Cost by Drug Product
Single Source Products
( Based on External Invoices Only)
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Of the sampled 1,000 single source drugs, 867 drug products were matched
to one or more purchases. For these 867 single source products, average
acquisition cost was 78.9% of the AWP (based on observations from external
invoices only — see Exhibit 17).

VA
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* The distribution of acquisition costs as a percent of the AWP for single soyirce
drug products (see Chart 5.2) was markedly different from distributions that
have been observed in previous studies of pharmacy acquisition cost
performed by Myers and Stauffer for the Department. Previously, these
discounts were observed to create a bi-modal distribution such that many
products had acquisition costs that clustered near the 78% - 80%, and 82% -
84% ranges (see Chart 5.3). The source of this bi-modal distribution was
primarily driven by differences in pricing among the various manufacturers of
single source drug products. It appears that most manufacturers that
previously priced their products in the range of 82% to 84% of the AWP have
shifted their prices (relative to the AWP) to the range of 78% to 80% of the
AWP. The netimpact of this shift in pricing strategies has resulted in an
overall shift in actual acquisition cost relative to the AWP of approximately|2%
to 3%. Exhibit 22 shows a selection of manufacturer-specific average
discounts from the AWP in the current study and in the previous acquisitio
cost study performed by Myers and Stauffer in 2001.

=

Chart 5.3 Acquisition Cost by Drug Product Pricing that existed in the range of
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Muiti-Source Drug Products

Although multi-source drug products are an important part of the Medicaid
drug program, they account for a much smaller portion of program
expenditures than single source products. Table 2.3 summarizes findings for
multi-source products. A more in-depth treatment of multi-source product
acquisition cost is included in Appendix D.
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Table 5.3 Multi-Source Drug Product Acquisition Cost Findin
Average Acquisition Cost as
a Percent of Given Price

Type®

Products
without an Products with
Price Type FUL Price an FUL Price  Exhibit References

AWP 55.3% 15.2% 15, 16, 18, 19
FUL - 40.4% 16, 20
SMAC 75.4% 20.2% ° 15,21°

Percentages shown are the averages by drug product and are weighted by Medicaid utilization.
Onlya very limited number of products with both a SMAC and FUL price were observed in the
invoice data. Exhibits 15 and 21 exclusively show multi-source products with a SMAC price, |but
not an FUL price.

Analysis of Pharmacy Characteristics

In addition to analyzing the distribution of the acquisition cost of drugs by
pharmacy and individual product, other characteristics were examined to
determine statistical significance. These characteristics include:

= |nstitutional versus retail pharmacy setting

= Chain versus independent pharmacy affiliation
= Urban versus rural pharmacy location

» Total annual prescription volume.

For many of these characteristics, limiting the analysis to single source drug
products was preferable because of the wide variation in acquisition cost of multi-
source products. This variability in cost can make apparent differences
statistically insignificant. It also is reasonable to limit some analyses to single
source products because Kentucky Medicaid expends a high proportion of its
drug budget on prescriptions for these products.

In Tables 5.4 through 5.7, findings are expressed in terms of means and standard
deviations. Exhibits 17 through 21 provide additional statistical measures

including the standard error of the mean, confidence intervals and percentile
rankings. Through these statistical measures, recognition is given to the fact that
the data available in this analysis represents only a sample of the total population.
However, characteristics of the data, such as standard deviation and sample size,
enable a reasonable prediction of the range in which the true population average
lies.

Confidence intervals given in Exhibits 17 through 21 were calculated using
appropriate statistics from the ¢ distribution at the 95% confidence level. Thes
intervals are a range estimate for the population mean, and are based upon the
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sample mean, standard deviation, and sample size. A 95% confidence interva
identifies the range which one would expect the mean from any sample to fall
95% of the time. It can be inferred that there is a 95% probability that the
population mean lies within the range of the confidence interval.

The following statistics of pharmaceutical acquisition cost, unless stated
otherwise, include only pharmacies that submitted external invoices.

1) Institutional Versus Retail Pharmacy Setting

Of the 133 pharmacies in the sample (of which 130 had observations for single
source products), 11 were institutional pharmacies that dispensed prescriptions
primarily to patients in long-term care settings as opposed to retail pharmacies
that primarily dispensed prescriptions to ambulatory patients.

An analysis to determine the significance of the difference in acquisition cost
between the institutional and retail pharmacies is best accomplished through a t-
test.

Table 5.4 Institutional Versus Retail Pharmacies

Mean
Acq.
Cost as
Number of Number of % of Standard
Type of Pharmacy Observations  Pharmacies  AWP Deviation
Institutional 1,717 11 76.8% 1.9%
Retail 30,975 119 79.7% 0.7%

Note: Observations are for Single Source Drug Products Only

In this case, the difference between institutional and retail pharmacies (with
institutional pharmacies averaging lower acquisition costs) was statistically
significant at the 5% level of significance (for purchases of single source drug
products).

2) Chain Versus Independent Pharmacy Affiliation

The difference in acquisition cost between chain and independent pharmacies
was found to be significant for single source drug products. Curiously, chain
pharmacies in the study were shown to have slightly higher average acquisition
costs for single source drugs than their independent counterparts. This
observation is counterintuitive to conventional wisdom regarding volume-based
discounts. However, it is noted that the observed difference in average
acquisition cost is small (0.4%) and is only made statistically significant due to|the
extremely low variance in the observations. Furthermore, previous interaction
with chain pharmacies have indicated the possibility for some off-invoice

2]
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discounting to occur between a wholesaler and a chain pharmacy operation.
Such discounts were not captured or quantified in the current study.

Table 5.5 Chain Versus Independent Pharmacies (Retail Onl
Mean

Acq.
Cost as
Number of Number of % of Standard
Type of Pharmacy Observations  Pharmacies  AWP Deviation
Chain 18,203 40 79.9% 0.5%
Independent 12,772 79 79.5% 0.7%

Note: Observations are for Single Source Drug Products Only

As previously noted, several of the chains perform an internal warehousing and
wholesaling function and supplied in-house invoices for this study. It is possible
that the actual acquisition costs incurred by chain pharmacies, net of
warehousing and distribution costs, is less than indicated on an internal invoice.
The average acquisition cost for all chain pharmacies (including both internal and
external invoices) was 80.7% of the AWP.

3) Urban Versus Rural Pharmacy Location

Myers and Stauffer used the zip code of each pharmacy to determine if it was
located in a Metropolitan Statistical Area as used by CMS. Only in-state
pharmacies were included in this analysis. The pharmacy’s location in an urban
or rural area was not found to be significant (for single source drug products gt
the 5% level of significance).

Table 5.6 Urban Versus Rural Location (Retail Onl

Mean

Acq.
Cost as
Number of Number of % of Standard
Type of Pharmacy Observations Pharmacies  AWP Deviation
Urban 11,316 41 79.8% 0.6%
Rural 18,864 74 79.6% 0.7%

Note: Observations are for Single Source Drug Products Only
4) Total Prescription Volume

Pharmacies were classified into meaningful groups based upon their differences
in total prescription volume. Acquisition costs were then analyzed based upor
these volume classifications. Total prescription volume was obtained from the
pharmacies’ responses to the dispensing cost survey (as described in Chapter 3).
A very limited number of pharmacies supplied invoices for the acquisition cost
study, but did not submit an acquisition cost survey. Since total prescription
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volume for those pharmacies was unknown, they were not included in this portion
of the analysis.

Table 5.7 Total Annual Prescription Volume (Retail Onl

Mean

Acq.
Total Annual Cost as
Prescription Volume Number of Number of % of Standard
of Pharmacy Observations  Pharmacies  AWP Deviation
0 to 49,999 13,046 65 79.6% 1.1%
50,000 to 99,999 16,586 46 79.4% 0.7%
100,000 and Higher 2,506 16 78.7% 1.8%

Note: Observations are for Single Source Drug Products Only

For pharmacies with annual volume greater than 100,000 prescriptions, the
differences in average acquisition costs from the two other volume groupings
were found to be statistically significant (at the 5% level of significance for
purchases of single source drug products).

Analysis of Drug Characteristics

Attention was also given to classifications of drug products to determine a
possible relationship with acquisition cost. Acquisition cost for single source
drugs (as a percent of the AWP) were arrayed by their classification to determine
if the drugs’ therapeutic use played a role in determining the acquisition cost.
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Table 5.8 Acquisition Cost by Drug Classification

Mean
Acq.
Number Cost as

Number of of % of Standard
Drug Classification Observations  Products AWP Deviation

Miscellaneous

Antipsychotic Agents 970 32 80.0% 2.0%
Miscellaneous

Anticonvulsants 2,248 43 79.7% 2.5%
SSRI Antidepressants 2,292 18 78.5% 2.4%
COX-2 Inhibitors 1,021 14 79.3% 1.4%
Proton Pump Inhibitors 1,704 12 79.5% 3.3%
HMG-COA Reductase

Inhibitors 2,006 16 79.1% 2.3%
Miscellaneous 0 0
Antidepressants 1,411 20 79.9% 1.6%
Antihistamines 1,684 12 79.9% 1.2%
Thiazolidinediones 1,024 12 79.8% 1.2%
Macrolides 1,709 15 80.6% 1.5%
Leukotriene Modifiers 1,076 8 78.7% 3.8%
Quinolones 595 14 77.2% 4.6%
All Other 24,182 464 79.5% 4.8%

Note: Observations are for single source drug products from all pharmacies in sample (internal and
external invoices).

Although some of the differences in acquisition cost between drug classification
are statistically significant, the breakdown of acquisition costs by classification
primarily serves to reinforce the conclusion that discounts for single source drug
products are almost universally available and consistent. There were no classes
of drugs observed for which discounts from the AWP were not available.

Probability Distribution Analysis

The acquisition cost study was performed using a representative sample of 133
pharmacies (which submitted external invoices) from a total population of about
1,250 Kentucky Medicaid pharmacy providers. Acquisition cost as a percent of
AWP for single source drug products was relatively consistent among providers
and drug products. The low variance in the sample of 133 pharmacies allows us
to draw conclusions regarding average acquisition cost from the sample and
project them onto the entire population of Medicaid pharmacy providers.

Earlier comments on the acquisition cost of single source products focused on
two significant distributions:
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» Acquisition cost by drug product
= Acquisition cost by pharmacy

If the distribution of acquisition cost of pharmacy providers and drug products can
be assumed to have a normal distribution, there are certain estimates that can be
made about the entire population. The most meaningful estimates include:

= The percent of pharmacies that may be unable to obtain a certain level of
discount.

» The percent of drugs that may have an acquisition cost higher than a
specified level.

These estimates are summarized in the following table and refer only to single
source drug products.

le Source Dru
Estimated Percent of
Single Source Drug

Table 5.9 Probability Distribution for Sin

Estimated Percent of Products with a Higher

Level of Acquisition Pharmacies with a Higher Average
Cost (as % of AWP) Average Acquisition Cost Acquisition Cost

88% 0.0% 0.9%

87% 0.0% 1.8%

86% 0.0% 3.2%

85% 0.0% 5.7%

84% 0.0% 9.3%

83% 0.1% 14.5%

82% 1.3% 21.2%

81% 8.7% 29.6%

80% 31.0% 39.2%

Additionally, based on the low variance exhibited by single source drugs, a
relatively small confidence interval exists for the mean acquisition cost. The true
mean acquisition cost for the entire population is unknown and cannot reasonably
be determined since surveying the entire pharmacy population would be
cumbersome if not impossible. However, the sample mean and standard
deviation allows certain conclusions to be made about the population mean. For
the 133 pharmacies in the sample that provided external invoices (retail and
institutional), the mean of each store’s average acquisition cost as a percent of

20 Estimates in Table 5.9 were derived from the standard normal distribution and are based on the data from the 133
pharmacies which supplies external invoices. The distribution of acquisition cost in retail pharmacies for single source drug
products actually has a negative skew. This means that the assumption of a normal distribution has slightly overstated the
actual probabilities. Hence, there are likely to be fewer pharmacies or drug products with average acquisition costs higher
than the percentages shown in Table 5.9.
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the AWP was 79.4% with a standard deviation of 1.2%. A 95% confidence
interval for the mean ranges from 79.2% to 79.6%. This means that for any
random sample taken from the population, one would expect the sample mean to
fall in the confidence interval range 95% of the time?*.

21 Additional confidence intervals are provided in Exhibits 18 through 22. The Central Limit Theorem of statistics suggests
that for sufficiently large numbers of samples, the sample mean will be distributed approximately normal. Hence, the
assumption of normality in the construction of confidence intervals is appropriate. The construction of the confidence intervals
cited here and in the exhibits is based upon the Student ¢ distribution. The ¢ distribution is more appropriate for small sample
sizes and produces a more conservative (larger) confidence interval than would the use of the normal distribution.
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Chapter

6

ANALYSIS OF PHARMACY NET MARGINS ON PRESCRIPTIONS

Combining findings from all aspects of the study of pharmacy dispensing and
acquisition cost, Myers and Stauffer examined the issue of pharmacy net
margins, or profits, on prescription dispensing activities.

There are several issues related to the analysis of pharmacy net margins that
should be clarified prior to presenting findings of pharmacy profitability. As
previously mentioned in the discussion of pharmacy dispensing costs in Chapter
3, most pharmacies that participate in the Kentucky Medicaid pharmacy program
are engaged in multiple lines of business — one of which is the dispensing of
prescription drugs. Other lines of business include retail sales of health-related
products and other non-prescription products. A complete analysis of the cost
and profit structure of all business lines in which a pharmacy might participate
was beyond the scope of this analysis. To do so would involve comparing vastly
differing business structures.

As an example of why such an analysis would be daunting, one would not expect
an analysis of a chain retail grocery store that includes a pharmacy contributing
less than 10% of its total sales to be comparable with an independent pharmacy
for which over 90% of sales are of prescription drugs with sundry items
compromising the balance of sales. In this example, the two types of stores
would be expected to have vastly different gross margins considering differences
in the way non-prescription goods are purchased and priced for retail sale.

As described in Chapter 3, cost finding principles, including various allocation
methodologies, were employed to estimate the costs associated with the
prescription dispensing function of the pharmacy. Therefore, the findings relating
to pharmacy net margins should be interpreted to be net margins exclusively on
the prescription dispensing function of the pharmacy. To the extent that
prescription dispensing activities are more or less profitable than other business
activities in which a pharmacy is engaged, these findings relating to net margins
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may not be reflective of the net margins that the pharmacy (or retail store which
includes a pharmacy) realized on its entire book of business.

Additionally, it is important to understand that profitability on prescription
dispensing activities will tend to vary among payer types. As demonstrated in
Chapter 4, reimbursement levels for prescription drugs vary significantly
depending on the payer. Customers without third-party coverage (i.e. “cash
customers”) tend to pay the highest prices for prescriptions, and customers with
private insurance plans (i.e. those administered through a PBM) tend to pay the
lowest prices for prescriptions. Reimbursement for prescriptions to Kentucky
Medicaid fee-for-service recipients is at a level between that of cash customers
and customers with private insurance coverage. One would expect that levels of
profitability would vary as well.

Given these considerations, Myers and Stauffer presents two independent
analyses of pharmacy net margins. The first considers overall profitability on all
prescription dispensing activities, regardless of payer type, and the second
focuses exclusively on net margins for prescriptions reimbursed by Kentucky
Medicaid at current reimbursement levels.

Analysis of Pharmacy Net Margins

In the first presentation of pharmacy profitability, Myers and Stauffer utilized the
dispensing cost survey data to directly calculate net margins for pharmacies
participating in the survey. Net margins are presented in two ways: on a
percentage basis, and on a per prescription basis.

In its most basic form, net margins on a percentage basis are the result of the
following calculation:

(Rx Sales) - (Rx Cost of Goods) - (Rx Dispensing Related Costs)
(Rx Sales)

Percent Net Margin =
Similarly, margins on a per prescription basis resulted from the following
calculation:

(Rx Sales) - (Rx Cost of Goods) - (Rx Dispensing Related Costs)
(Total Number of Rxs Dispensed)

Net Margin per Rx =

In both cases, the estimate of pharmacy net margins is exclusively associated
with the prescription dispensing function of the pharmacy. No attempt was made
to quantify the profitability of the non-prescription related aspects of pharmacy
operations.

The determination of prescription dispensing related cost resulted from the cost-
finding methodologies described in Chapter 3. As was discussed previously,
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these calculations of allowable dispensing cost were developed around
established Medicare and Medicaid cost finding principles that exclusively allow
for costs directly related to patient care. Consistent with these principles, the
calculations of dispensing cost were made exclusive of bad debt expense and
advertising expense reported by the pharmacies. While these exclusions are
appropriate for the calculation of dispensing cost associated with prescriptions for
Medicaid recipients, to exclude them in estimates of pharmacy profitability may be
misleading. Accordingly, the estimates of pharmacy profitability are presented
both exclusive and inclusive of bad debt and advertising expenses.

Following the calculation of net margins for each pharmacy, numerous statistics
were calculated to present the central tendency and variability of pharmacy
profitability. Exhibits 23 and 24 are a presentation of those measurements,
including breakdowns by pharmacy affiliation (i.e., chain versus independent),
pharmacy location (i.e., urban versus rural) and pharmacy total prescription
volume. In these observations of pharmacy profitability, measurements from
specialty pharmacies have been excluded. Furthermore, measurements from
eight hospital-based pharmacies have been excluded. These pharmacies were
located in hospitals and serviced residents of skilled nursing units located within
the hospital. Because of the unique blend of inpatient and outpatient
pharmaceutical purchasing which occurs in these pharmacies, their net margins
were not easily comparable to more traditional pharmacy operations.

Table 6.1 summarizes the principal findings of the analysis of pharmacy
profitability.

Table 6.1 Statistical Summary of Net Margins on Prescription Dispensing

Percentile Ranges

Average  Standard oot 50" 80"

Measurement (Mean)  Deviation (Median)
Percent Net Margin
(excludes bad debt, 7.6% 6.2% 3.6% 7.0% 11.4%
advertising expenses)
Percent Net Margin
(includes bad debt, 7.0% 6.2% 3.0% 6.4% 10.7%
advertising expenses)
Net Margin per Rx
(excludes bad debt, $3.11 $2.49 $1.47 $2.90 $4.72
advertising expenses)
Net Margin per Rx
(includes bad debt, $2.84 $2.50 $1.27 $2.59 $4.29
advertisin{expenses)

Percentage net margins on prescription dispensing activities at most pharmacies
ranged from 3.6% to 11.4% (the 20" and 80" percentiles, respectively). On a per
prescription basis, net margins at most pharmacies ranged between $1.47 and
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$4.72 (the 20™ and 80" percentiles, respectively). A limited number of
pharmacies, approximately 6%, operated at a net loss.

Analysis of Typical Margins on Medicaid Prescriptions

In a second analysis of pharmacy profitability, Myers and Stauffer used the
findings of the dispensing and acquisition cost studies as well as drug utilization
data to construct a model of the typical net margins, or profits, that pharmacies
realize specifically on Kentucky Medicaid prescriptions. The results of this model
are presented in Table 6.2.

As shown in Table 6.2, the current levels of Kentucky Medicaid pharmacy
reimbursement result in positive net margins for all types of drug products
classified. It is significant to note that although the current Medicaid pharmacy
dispensing fee is less than the typical cost of dispensing observed in the
dispensing cost study, the shortfall on dispensing fee reimbursement is more than
adequately compensated via the allowance for ingredient costs. The net result of
the current Medicaid pharmacy reimbursement rate is a net margin of $5.39, or
12% per prescription.
e Net Margins on Medicaid Prescriptions
Average Percent

Table 6.2 Avera

Average Average Net Net
Drug Category Cost’ Payment?  Margin  Margin
Single Source $71.50 $77.37 $5.87 7.6%
Multi-Source Drugs (no o
FUL or SMAC) _ $14.33 $18.15 $3.82 | 21.0%
Multi-Source Drugs with a o
Multi-Source Drugs with a
SMAC $33.04 $35.27 $2.23 6.3%
All Drug Product o
Categories $38.00 $43.29 $5.39 12.4%

1 “Average Cost’refers to the average cost incured by the phamacy to acquire and dispense medication. Average cost is based on the results ofthe
phammacy dispensing and acquisition cost surveys.
“Average Payment” refers to Kentucky Medicaid payment (dispensing fee and ingredient allowance) to the pharmacy inclusive of any applicable co-
payments.

The results shown in Table 6.2 are based upon the costs and dispensing patterns
of an “average” pharmacy. As one would expect, the level of profitability on
Kentucky Medicaid pharmacy reimbursement tends to vary among pharmacies.
This variability is largely based on differences in dispensing cost rather than
differences in the ability to acquire discounts on the purchase of pharmaceutical
ingredients. Based on the results of the dispensing and acquisition cost survey, it
is estimated that Kentucky Medicaid pharmacy reimbursement fully covers the
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dispensing and acquisition cost of the significant majority (approximately 97 %) of
Medicaid participating pharmacies.

Conclusions

Overall pharmacy profitability on prescription dispensing activities is
approximately 7% of prescription revenues or $3 per prescription. Profitability on
prescriptions reimbursed by Kentucky Medicaid tends to be slightly higher than
the average, 12% or $5 per prescription. In contrast to Kentucky Medicaid
pharmacy reimbursement rates, the payments that most pharmacies accept from
other third parties offer much lower margins — typically in the range of 3% to 5%.
Margins on cash paying customers are higher than those realized from Kentucky
Medicaid payment rates and typically can range upwards to approximately 15%.
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Appendix A. Development of the Dispensing Cost Survey

Methodology

The methodology used for conducting the survey of pharmacy dispensing costs is
presented in Chapter 3 of the report. The following tables provide background
information regarding the development of the methodology and references to
other surveys and publications which provide discussion regarding the calculation
of pharmacy dispensing cost and related matters.

Table A.1 Academic References to Pharmacy Dispensing Cost

Gagnon, Jean Paul, “Prescription Department Cost Analysis.” Pharmacy Management
151 (Sept. — Oct., 1979): 23540.

Carroll, N.V. “Costs of Dispensing Private-Pay and Third-Party Prescriptions in
Independent Pharmacies.” Journal of Research in Pharmaceutical Economics
1991;3(2):3-16.

Carroll, N.V. “Forecasting the Impact of Participation in Third-Party Prescription
Programs on Pharmacy Profits.” Journal of Research in Pharmaceutical Economics
1991;3(3):3-23.

Adams, E. Kathleen, Ph. D. et al., “State Medicaid Pharmacy Payments and Their
Relation to Estimated Costs.” Health Care Financing Review, Spring 1994, Vol. 15 No.
3, pp. 25-42.

Lamphere-Thorpe, JoAnn, M.S. et al, “Who Cares What It Costs to Dispense a
Medicaid Prescription?” Health Care Financing Review, Spring 1994, Vol. 15 No. 3, pp.
9-24.

Huey, Cheryl; Jackson, Richard; Pirl, Margaret, “An Analysis of the Impact of Third-Party
Prescription Programs on Community Pharmacy.” Journal of Research in '
Pharmaceutical Economics 1995;6(2):57-72
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Table A.2 Cost Allocation Methodologies Commonly Used in Health Care
Settings

Statistical Basis Statistical Basis
Jsed for Pharmacy Used in Medicare
Survey Cost Reporting

Type of Cost
Capital Related (e.g.
depreciation, rent,
repairs, real estate
taxes)

Utilities
Interest, Insurance,

Square Footage Square Footage

Square Footage Square Footage

: Revenue
telephone, supplies, ’
accounting and legal Revenue Accumulated
f Costs

ees
Labor Hours Worked Hours Worked

Table A.3 Pharmacy Dispensing Cost Surveys Using Similar Cost

Report Date

Allocation Methodolo

Title of Published
Report

ies
Organization / Individuals
Performing Survey

Survey Sponsor

Pharmaceutical Economics
IAn Assessment of  [Research Center; School of
Chain Pharmacies’ {Pharmacy and Pharmaceutical |National Association
May 1990 Cost of Dispensing (Sciences; Purdue University; of Chain Drug
a Third Party Kenneth W. Schafermeyer; Stores
Prescription Stephen W. Schondelmeyer,
Joseph Thomas il ~
Reimbursement for Upiversity of Missouri — Kansas {Missouri
Pharmaceutical City School of Pharmacy - Department of
March 1991 Services in Ashok K. Gumbir, Ph. D.; ' Soqigl Services'—
Missouri Johnny L. Anderson, Ph. D. Division of Medical
(candidate) Care
“Who Cares What It
Costs to Dispense  {University of North Carolina at
a Medicaid Chapel Hill - JoAnn Lamphere- .
1992 Prescription?” Thorpe, M.S., William P. gic\)/?s?o%ac:?:/rl‘: dical
Health Care Johnston, Ph.D., Kerry E. Assistance
Financing Review, |Kilpatrick, Ph.D., and G. Joseph
Spring 1994, Vol.  [Norwood, Ph.D.
15 No. 3, pp. 9-24.
Pharmacy
Reimbyrsement  |E. Kathieen Adams, Ph. D |Health Care
June 1994 A deqtjacy and Norma Gavin; SysteMetrics; Finance
. .. |David H. Kreling, Ph. D. Administration
Impact on Medicaid
Beneficiaries

(Additionally, Myers and Stauffer has performed approximately 40 studies of pharmacy dispensing

costin 17 states.)
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Appendix B. Summary of Pharmacy Attributes

A number of pharmacy attributes were collected on the cost survey. Many of these attributes
were used during the review of the cost survey, and also allowed for an analysis of the
variations in cost. In the following table, many of these attributes are summarized for
informational purposes without any discussion as to their relationship to dispensing cost.

Attribute
Provision of Delivery Services

Table B.1 Summary of Pharmacy Attributes

Number of
Pharmacies
Responding
Affirmatively

Average for Pharmacies Responding
Affirmatively
32% of prescriptions

Provision of Delivery Services for

Party Payers

o . -
Medicaid Recipients 147 38% of Medicaid prescriptions
Provision of Mail Order Services 104 7% of prescriptions

) 49% (54% of unit dose prescriptions were prepared in the
Provision of Unit Dose Services 65 pharmacy; 46% were purchased already prepared from a

manufacturer)

Provision of Compounding 206 4%
Services
Provision of Prescriptions to 67 43%
Nursing Homes
Provision of Prescriptions to Board 42 1%
and Care Facilities
Provision of Specialty Services 48% of prescription sales (15 pharmacies had specialty
(e.g. intravenous, infusion, 26 prescription sales greater than 5% of total prescription sales —
respiratory or biotech prescriptions) for these 15 pharmacies, the average was 82%)
Provision of 24 Hour Emergency 148 N/A
Services
Hours Open Per Week 377 63 hours
Years Open at Current Location 372 18 years
Allows sales on credit 142 N/A
Percent of Prescriptions to Third 371 829%

Myers and Stauffer.
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Appendix C. Results from Previous Acquisition Cost Studies

The following table displays results from acquisition cost surveys performed by Myers and

Stauffer LC and the Office of the Inspector General (OIG).

Year of
Study

Study
Location

Source

Table C.1 Results from Previous Studies of Pharmaceutical Acquisition Cost

Average Discount from AWP

Single Source

Drugs

Multi-Source
Drugs

69

1990 Wyoming Myers and Stauffer LC
Office of the Inspector General —
1996 ([North Carolina | U.S. Department of Health and 16.9% 45.2%
Human Services a
Office of the Inspector General —
1996 California U.S. Department of Health and 17.5% 41.4%
Human Servicesg
Eleven-State | Office of the Inspector General —
1997 National U.S. Department of Health and 10% to 20%p 42.5%
Sample Human Services ¢
62% (Drugs with
1998 Arkansas Myers and Stauffer LC - 17.3% an Federal Upper
Limit (FUL) ) e
5 .
1998 | Kentucky Myers and Stauffer LC 19.2% 2 /"a(nDlr:‘:j:"_s) with
. ,
1998 | Wyoming Myers and Stauffer LC 17.0% & /"a(nD,[.“L?S with
Office of the Inspector General —
U.S. Department of Health and o o
1999 Utah Human Services (in association 18.4% 60.1%
with the Utah Dept. of Health) ¢
70% (Drugs with
0,
1999 | Louisiana Myers and Stauffer LC 17.4% (Sgg:vb?tégat/;n
FUL)
62% (Drugs with
an FUL)/ 31%
1999 | Kentucky Myers and Stauffer LC 17.1% (Drugs w?th out ;n
FUL)
Myers and Stauffer.c
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Year of Study

Average Discount from AWP
Study Location Source Single Source  Multi-Source
Drugs Drugs

79% (Drugs with
an FUL) / 39%
(Drugs without an
FUL)

2000 Kentucky Myers and Stauffer LC 18.1%

82% (Drugs with
an FUL) / 46%
(Drugs without an
FUL)

2001 Arkansas Myers and Stauffer LC 17.8%

Eight-State | Office of the Inspector General —
2001 National U.S. Department of Health and 21.84% N/A
Sample Human Services g

84% (Drugs with
an FUL) / 56%
(Drugs without an
FUL)

2001 Kentucky Myers and Stauffer LC 18.3%

87% (Drugs with
an FUL)/43%
(Drugs without an
FUL)

2001 California Myers and Stauffer LC 17.2%

O w>

. Office of the Inspector General (OIG) Report No, A-06-05-00071, September 4, 1996.
. Office of the Inspector General (OIG) Report No, A-06-95-00062, May 31, 1996.
. Office of the Inspector General (OIG) Report No, A-06-97-0011, August 4, 1997. The states in the sample were

California, Delaware, District of Columbia, Florida, Maryland, Missouri, Montana, Nebraska, New Jersey, North Carolina,
and Virginia.

. The OIG study did not specifically address the issue of brand name drug product acquisition cost, but rather cited a June

1996 study by Barron’s.

. The Myers and Stauffer studies differentiate multi-source drug products by the existence of a federal upper limit (FUL)

price.
Office of the Inspector General (OIG) Report Nos. A-06-99-00035 and A-06-99-00036.

. Office of the Inspector General (OIG) Report Nos. A-06-00-00023. The states in the sample were Montana, Florida,

Colorado, Indiana, Texas, Washington, West Virginia, and Wisconsin. Basedon a preliminary review of the OIG report,
Myers and Stauffer has concems regarding the classification drugs deemed to be “brand” for purposes of the OIG report.
Accordingly, caution is advised in the interpretation of the OIG's findings.

Myers and Stauffer
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Appendix D. Acquisition Cost of Multi-Source Drugs

For analysis purposes, multi-source drug products were grouped in two
categories: drugs with an FUL price and drugs without an FUL price. The
distributions of acquisition cost for these two groups are significantly different.

1) Muliti-Source Drug Products with No FUL Prices

In general, the acquisition cost as a percent of the AWP for multi-source products
without federal upper limits are similar to those of single source drugs. However,

there are a significant number of products purchased with acquisition costs much
lower than the 78% to 80% range observed for single source drugs. The analysis
resulted in the following findings (referring to observations from external invoices):

» The average acquisition cost by pharmacy was 57.7% of the AWP (see
Exhibit 18).

» Of the 438 products observed, the weighted average acquisition cost was of
55.3% of the AWP (see Exhibit 18).

= Many drug products fell in the 78% to 80% acquisition cost range (similar to
single source drugs) with smaller numbers of drugs having acquisition costs
as low as 10% of the AWP (see Chart D.1).

Chart D.1 Acquisition Cost by Drug Product
Multi Source Drug Products without an FUL Price
(Based on External Invoices Only)

25%

20%

-
T
53

Frequency

-
2
=

@
X
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10% 15% 20% 25% 30% 35% 40% 45% 50% 55% 60% 65% 70% 75% 80% 85%
Average Acquisition Cost as a Percent of AWP

2) Multi-Source Drug Products with FUL Prices

The acquisition costs of multi-source drug products with an FUL price are
distributed in a significantly different manner from multi-source products without

Myers and Stauffer.c
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an FUL. Observations based on analysis of these acquisition costs (from external

invoices) follow:

» The average acquisition cost by pharmacy was 17.3% of the AWP (see

Exhibit 19).

Chart D.2 Acquisition Cost by Drug Product

Muliti Source Drug Products with an FUL Price

{Based on External Invoices Only)
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5%
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1.

T

60% 70% 80%

Average Acquisition Cost as a Percent of AWP

» There were 309 drug products matched
with invoice purchase line items.
Acquisition cost as a percent of the
AWP for these products had a
weighted average acquisition cost of
15.2% of the AWP (see Chart D.2 and
Exhibit 19).

» The average acquisition cost as a
percent of the AWP for most of these
multi-source drugs was in the 10% to
30% range. There were some products
in the range of 80% and higher.
Products in this range tended to be
innovator products as opposed to the
less expensive, generic versions of
these drugs.

The acquisition cost of these multi-source
products was also analyzed as a
percentage of their FUL price. The
following findings resulted from that

72

Effectiveness of FUL and SMAC
Prices

The pharmacy program currently
reimburses the lesser of the Estimated
Acquisition Cost (EAC — currently AWP
minus 12%) or the FUL/SMAC price.

For calendar year 2002, approximately
$85 million in savings was obtained by
reimbursing the FUL price instead of the
EAC price. Significant savings were
realized on the drugs ranitidine,
fluoxetine and albuterol.

SMAC prices were implemented in April
2003 and should also produce savings,
although to a less significant degree
than savings realized by FUL prices.
Annualized savings incurred using
SMAC prices are estimated to be
approximately $12 mitlion.

Myers and Stauffer.
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analysis:

Frequency

Acquisition cost by pharmacy as a percent of the FUL price was an average of
37.8% of the FUL price (see Exhibit 20).

The average acquisition cost as a percent of FUL exceeded 100% for some
pharmacies. These averages were typically highly skewed by the purchase of
a brand name product for which a generic alternative is available.

For individual drug products, acquisition cost as a percent of the FUL was a
weighted average of 40.4% of the FUL price (see Exhibit 20).

The acquisition cost as a percent of the FUL price for most of these multi-
source products was in the 10% to 50% range. A small number of products
fell in the range of 100% or higher (see Chart D.3). Products in this range
tended to be innovator products as opposed to the less expensive, generic
versions of these drugs.

Chart D.3 Acquisition Cost by Drug Product

Multi Source Drug Products with an FUL Price
(Based on External Invoices Only)

25%
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Average Acquisition Cost as a Percent of the FUL Price

3) Multi-Source Drugs with a State Maximum Allowable Cost (SMAC) Price

The analysis of multi-source drugs included examining the acquisition cost of
drugs as a percent of the SMAC price. Of the top 1,000 multi-source drugs that
were selected for analysis in the acquisition cost study, a relatively small
proportion were observed in the invoice data keyed. In order to enhance the
number of observations, ALL drugs with a SMAC price which were observed in
the keyed invoice data were included in an analysis that compared the actual
acquisition cost to the SMAC price. In total, 458 drug products were observed

Myers and Stauffer:c
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(on invoices from external wholesalers), including 307 products that were not in
the top 1,000 multi-source drug list. The following observations (from external
invoices) were made:

» For the 66 pharmacies with one or more observations, average acquisition
cost as a percent of the SMAC price was 75.7% (see Exhibit 21).

» For individual drug products, acquisition cost as a percent of the SMAC was a
weighted average of 75.4% of the SMAC price (see Chart D.4 and Exhibit 21).

» The acquisition cost as a percent of the SMAC price for most of these multi-
source products was in the 5% to 60% range. A small number of products fell
in the range of 100% or higher (see Chart D.4). Products in this range tended
to be innovator products as opposed to the less expensive, generic versions
of these drugs.

Chart D.4 Acquisition Cost by Drug Product

Multi Source Drug Products without an FUL Price
(Based on External Invoices Only)
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Exhibit 8
Exhibit 9
Exhibit 10
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Exhibit 12

Exhibit 13

Exhibit 14
Exhibit 15
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Exhibit 17

Exhibit 18

Exhibit 19

Table of Exhibits

Kentucky Medicaid Pharmacy Cost Report
Kentucky Medicaid Pharmacy Cost Report Instructions

Initial Letter from the Kentucky Department for Medicaid Services regarding
Pharmacy Cost Survey

Initial Letter from Myers and Stauffer for Dispensing Cost Survey (Independent
Pharmacies). (The letter requesting invoices from April 2003 is shown. This letter
was sent to one-half of Medicaid participating pharmacies. A similar letter requesting
invoices from November 2002 was also sent to the other half of Medicaid participating
pharmacies.)

Initial Letter from Myers and Stauffer for Dispensing Cost Survey (Chain Pharmacies)
First Reminder Letter from Myers and Stauffer to Encourage Survey Participation
Second Reminder Letter from Myers and Stauffer to Encourage Survey Participation
Example of a Request for Additional Information

Summary of Field Examination Findings

Calculation of Container Cost per Prescription

Table of Inflation Factors for Dispensing Cost Survey

Pharmacy Dispensing Cost Survey Data - Statistical Summary

Acquisition Cost Summary by Pharmacy — Single Source and Multi-Source Drug
Products

Acquisition Cost Summary by Drug — Top 200 Single Source Drug Products

Acquisition Cost Summary by Drug — Top 200 Multi-Source Drug Products without an
FUL Price

Acquisition Cost Summary by Drug — Top 200 Multi-Source Drug Products with an
FUL Price

Statistical Summary of Acquisition Costs as a Percent of the AWP Price — Single
Source Drug Products

Statistical Summary of Acquisition Costs as a Percent of the AWP Price — Multi-
Source Drug Products without an FUL Price

Statistical Summary of Acquisition Costs as a Percent of the AWP Price — Multi-
Source Drug Products with an FUL Price
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Exhibit 20

Exhibit 21

Exhibit 22
Exhibit 23
Exhibit 24

Statistical Summary of Acquisition Costs as a Percent of the FUL Price — Multi-
Source Drug Products with an FUL Price

Statistical Summary of Acquisition Costs as a Percent of the SMAC Price — Multi-
Source Drug Products with an SMAC Price

Top 25 Manufacturer Discount Comparisons for Single Source Drug Products
Pharmacy Profit Analysis: Percent Margin on Prescription Dispensing Activities

Pharmacy Profit Analysis: Net Margin per Prescription
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Exhibit 1

Agency Use Only Page 1

(4/2003)

Kentucky Medicaid Pharmacy Cost Report

Medicaid Provider No. Return Completed Forms to:
Myers and Stauffer LC
420 Nichols Road Myers and Stauffer.c 2003
Kansas City, Missouri 64112 Certifisd Public Accountants

Under Contract with the Kentucky Department for Medicaid Services

ROUND ALL AMOUNTS TO NEAREST DOLLAR OR WHOLE NUMBER
Please Complete and return by July 15, 2003
Instructions are enclosed. Please call toll free (800) 374-6858 if you are having difficulty completing this report.

Name of Pharmacy Telephone No. ( )
Street Address Fax No. ( )
City County State Zip Code

DECLARATION BY OWNER AND PREPARER

| declare that | have examined this cost report including accompanying schedules and statements, and to the
best of my knowledge and belief, it is true, correct, complete, and in agreement with the related Books or
Federal Income Tax Return, except as explained in the Reconciliation. Declaration of preparer (other than
owner) is based on all information of which preparer has any knowledge.

Your Signature Print/Type Name Title/Position Date
Preparer's Signature (other than owner) Title/Position Date
Preparer's Street Address City and State Zip Phone Number

SECTION IA -- PHARMACY ATTRIBUTES

List the total nhumber of all prescriptions dispensed during the fiscal year as follows:

3. O Institutional (provide service to long-term care facilities only)

@ New Refill Total
]
Type of Ownership
(b) 1. O Individual 2. O Corporation 3. O Partnership 4. 0O Other
Location
(c) 1. 0 Medical Office Building 2. [0 Shopping Center
3. O Separate or downtown 4. O Other (specify)
Ownership Affiliation
(d) 1. 0O Independent (1-10 Units) 2.0 Chain (11 or more units)

(e) What is the approximate percent of your prescriptions dispensed to long-term care facilities?

() What is the approximate percent of your prescriptions dispensed to board and care facilities?

Do you or does a related party own your building?
1.0 Yes 2.0 No

© Myers and Stauffer LC, 2003



Exhibit 1

Page 2
(4/2003)
Myers and Stauffer.c
Certified Public Accountants
Do you dispense in anything other than traditional packaging to long-term care facilities?
If yes, indicate how:
(h) 1. O Unit Dose 2. 1 Modified Unit Dose (Bingo cards/blister packs)
3.0 Both 4.0 No Unit Dose
What is the approximate percent of all prescriptions dispensed in unit dose packaging? %
o) If you checked box 1, 2, or 3 of (h), what percent of unit do_se packaging is:
1. Purchased from manufacturers .~ % 2. Prepared in the pharmacy %
@) What percent of total prescriptions filled are delivered?
(k)  What percent of Medicaid prescriptions filled are delivered?
Are you presently providing home IV or infusion therapies and/or enteral nutrition therapy?
() 1.0 Yes 2.0 No
If yes, what is the dollar amount of your sales for those Rxs? §
(m)  What is the approximate percent of your prescriptions dispensed that are compounded? %
(n) How many hours per week is your pharmacy open? Hours
(o) How many years has a pharmacy operated at this location? Years
(r) Do you provide 24-hour emergency services for pharmaceuticals? 1.0 Yes 2.0 No
@ What i§ the appro?(imate percentage of prescriptions dispensed with third party reimbursement
(including Medicaid)? %
(3] Do you allow prescription sales on credit? 1.0 Yes 2.0 No
What is the amount of interest expense included on line 14 (of page 3) that is for prescriptions drug
(s) purchases and/or prescription drug inventory? If none, please record zero. $
What was the value of the prescription drug inventory at the end of the fiscal year? $
What was the balance of any notes payable at the end of the fiscal year? $
(®) What was the balance of any mortgage payable at the end of the fiscal year? $
Does your pharmacy dispense prescriptions by mail? 1.0 Yes 2.0 No
() if yes, please complete the following, otherwise skip to Section IB.

What is the approximate percentage of the total number of prescriptions that are dispensed
by mail? %

SECTION IB -- OTHER INFORMATION

Please list any additional information you feel contributes significantly to your cost of filling a prescription. Also,
if you have a significant amount of non-retail sales of drugs at cost, please note the amount and if it is included
in line (1), column (1) on page 3.

© Myers and Stauffer L.C, 2003




Exhibit 1

Page 3
(4/2003)

Mpyers and Stauffer.c

Certifled Public Accountants

Round all amounts to nearest dollar or whole number.

SECTION IIA -- SALES AND FLOOR SPACE
rescription Drugs Total Store |nc|ua|'ng ine
I Only Prescription Drugs No.

Sales (Excluding Sales Tax) 1
Cost of Goods Sold (2)
Floor Space (Retail area only). Please measure. Do not estimate. Sq. Ft Sq. Ft. (3)

SECTION IIB -- OVERHEAD EXPENSES
Complete this section by referring to the line numbers in the left columns that correspond to federal income tax
return lines or use internal financial statements.

The following information is from tax / fiscal year ending...............cccoooevnneee. / / 4)

2001 and 2002 Tax
Form Number

Q ] o
o|lw|lo]|o
JHHE copeme | [ vivomy | | b
= | = | e |-
13 16a 20 14a Depreciation (this fiscal year only - not accumulated).............. (5)
23 14 17 12 Taxes (a) Personal Property Taxes Paid...................... 6)
(b) Real Estate Taxes...........coovemmiiiininiinneceiinne )
(C) Payroll Taxes...........uveiieeereimmiiiininnieaenreeene (7a)
(d) Sales Taxes.......covevvvvenvremrinnininineciecnenennnes (7b)
(e) State Income Tax (Corporations Only)............ (8)
() Any other taxes (specify each type and amount) 9)
20b 13 16 11 Rent (a) Building Rent (See Instructions).................... (10)
20a 13 16 11 {(b) Equipment and Other..............ccccviniiieieeeeee (11)
21 11 14 9 REPAIMS. ..o (12)
15 20 26 19 Insurance (a)Workers Comp. and Employee Medicai........... (13)
15 20 26 19 (D) OFher...ccuvieeiiieir vt (14)
16080 15 18 13 IMEIESh....ceiieii i (15)
27 20 26 19 Legaland Professional Fees..............coocoiiiiiiniinniinn, (16)
27 20 26 19 Dues and Publications............ccoeeimmeiiiiiiiini (17)
9 12 15 10 Bad Debts (this fiscal year only - not accumulated)................. (18)
19 Charitable Contributions (Corporations Only)..............co.cooeiee (19)
25 20 26 19 TelePhOne........ccoviveiiieniiiuiiiiiiini e s (20)
25 20 26 19 Heat, Water, Lights, Sewer, Trash and other Utilities.............. 21)
18822 20 26 19 Operating and Office Supplies (Exclude Rx containers and labels)... (22)
8 20 23 16 AAVErtiSING.....cooiiieiit i (23)
27 20 26 19 Rx Computer Expenses (See Instructions).............ccc...eeen. (24)
10 20 26 19 Rx Delivery Expenses (See Instructions).........cccoceeveiiinenneee (25)
27 20 26 19 Rx Containers and Labels (See Instructions)...........ccc....eeeen. (26)
varous 18+ 24+ 17+ Other Expenses (Not included eisewhere) (27)
19+ 25+ 18+ (Attach Schedule if nec y) (28)
20 26 19 (Specify each item and corresponding amount) (29)
Total Overhead Expenses [Add Line (5) through Line (29)] (30)

© Myers and Stauffer LC, 2003




Exhibit 1
+ r2009)

Myers and Stauffer.c

Caertifled Public Accountants

SECTION IIC -- PERSONNEL COSTS -- List each person separately (except Line 44). Attach schedule if necessary.

Average Weekly Hours

No. Weeks|
Annua! Employed Total Rx Dept.
Salaries AGENCY This Store Related
Check and/or USE Fiscal Including Duties Line
if RPh Drawings ONLY Year Rx Dept. Onl No.
Owners, Individual Proprietors,
Partners, and Stockholders.............. (31)
(32
(33)
Employee and Relief Pharmacists..... (34)
(35)
(36)
(37)
INtErNS.....ccvvvmiierieieririe e (38)
Subtotal: 100% XXXXX XXXXX XXXXX XXXXX XXXXX (38a)
RX Delivery.......ccocevviirveiinininininnnn XXX XOXOOXXXXXX (39)
XXX XXXXXXXXX 40
Other Employees with Time in Rx
Dept. (Including Rx Technicians})....... XXX HOOOKKXXX 41)
XXX XXXXXXXXX (42)
XXX XXOXOXKXXX (43)
All Non-Rx Employees..........ccceeenn. XXX XXOOKXXXXX XXXXX XXXXX XXXXX (44)
TOTALS..ccoiriiiiiiiniiiiiiiiins S XXX XXXXXXXXX XXXXX XXXXX XXXXX (45)
SECTION Il D -- RECONCILIATION WITH TAX RETURN (OR BOOKS)
1999 and 2000 Tax Form
Number Column 1 Column 2
7y » Books or Tax
S 8 i Q Cost Report Return
e e = - Amounts Amounts
28 21 27 20 Total Expenses per Tax Return / Books (Circle one used)....... (46)
Enter Amount from Line (30).......cccoviiiiiiiiiniiiinne 47)
Enter Amount from Ling (45)......c.covvviiieiiinnininnnnienernnien (48)
Total Expenses per Cost Report [Add Lines (47) and (48)]...... (49)
Specify Items with Amounts that are on Cost Report but not on (50)
Tax Return (or Books)
(61)
Specify ltems with Amounts that are on Tax Return (or Books) (52)
but not on this Cost Report
(63)
Total [Add Lines (46) to (53)] Column Totals Should be Equal.. (54)

© Myers and Stauffer LC, 2003
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Exhibit 2

Kentucky Medicaid Pharmacy Cost Report

Instructions

Survey Forms by Myers and Stauffer LC
Certified Public Accountants
420 Nichols Road
Kansas City, Missouri 64112
800-374-6858

Under Contract with the Kentucky Department for Medicaid Services

PURPOSE: The purpose of this survey is to determine the cost of dispensing prescriptions in the
Commonwealth of Kentucky.

WHO SHOULD FILE

Except for the following, all Medicaid pharmacies that are selected for the survey should file this cost
report:

O New pharmacies that were in business less than six months during the reporting period
O Pharmacies with a change of ownership that resulted in less than six months in business during the
reporting period

If your pharmacy meets one of the exceptions listed above, please check the box next to the explanation
describing your business, write your pharmacy name and provider number, sign your name, and return
only this page in the enclosed envelope.

Medicaid Provider No. Provider Name Phone No. Signature of Owner

GENERAL INSTRUCTIONS

If any assistance is needed in completing this survey, please call toll-free (800) 374-6858. Please
complete these forms using your most recent fiscal year ending on or before December 31, 2002 and
return them by July 15, 2003. Most retail pharmacies can complete these survey forms by using their
most recent federal income tax return. Most expense items requested can be transferred directly from a
line on the tax return to a line on the cost report. Line reference numbers of four tax forms are listed on
the left side of the cost report. Simply locate the column for your tax form.

If you prefer, send us a copy of your income tax return (Form 1065, 1120, 11208, or Schedule C of Form
1040 including supporting schedules) or your financial statements and we will complete the overhead
expenses, Section |1B, Page 3 and Section 11D, Page 4, for you. You will still need to fill in the
remaining sections of the cost report. If you send a copy of your tax return, please identify any
expenses that are 100% Rx-Department expenses such as continuing education, and identify any
expenses that are totally non-Rx Department expenses such as fountain expenses, etc. By sending any
of these tax forms, you will not be providing us with any information other than that requested if you
completed the survey yourself. We will destroy the tax forms after entering the information on the survey.

Please remember to round all amounts to the nearest dollar or whole number.

Myers and Stauffer.c

Certified Public Accountants Page 1
4/2003




Exhibit 2
Kentucky Medicaid Pharmacy Cost Report — Instructions

Retail Chain Pharmacies

Expenses incurred by chain pharmacies such as administration, central operating, or other general
expenses should be allocated to individual units. Warehousing expenses must be either separately
identified or included in cost of goods sold. Methods of allocation must be reasonable and conform to
generally accepted accounting principles. Please explain any allocation procedures used. Allocated
costs should be clearly identified and entered on lines 27, 28 and/or 29.

SECTION IA --- PHARMACY ATTRIBUTES
The information gathered from your answers to these questions will be analyzed to determine its
relationship to your cost of dispensing a prescription. You may have to provide estimates for some
answers; please estimate as carefully and accurately as possible.

Line (a) “Prescriptions Dispensed.” Please report the total number of all prescriptions filled
during the fiscal year of the costs reported on pages 3 and 4 of this cost report. This
information may be kept on a daily or monthly log or on your computer. If you keep no
record of the number of prescriptions you fill, the amount may be estimated using the
following method. (1) Often your Rx numbering system may be used to estimate new
Rx’s. Subtract the Rx number of the first prescription filled in your fiscal year from the Rx
number of the last prescription filled. (2) Take a sample over several days showing the
number of refill prescriptions and new prescriptions. Divide the number of refills by the
number of new prescriptions in your sample. Multiply that amount times the number of
new prescriptions determined in (1) above to estimate the number of refill prescriptions
for your fiscal year.

SECTION lIA --- SALES AND FLOOR SPACE

Line (1) Please list total store sales excluding sales tax. Total store sales and cost of goods
sold are shown on the federal income tax return. [f there is no separate record of
prescription drug sales, estimate it as accurately as possible. Sales of prescription drug
items should not include nonprescription OTC'’s, durable medical equipment, or other
nonprescription items. One method to estimate sales of prescription drug items is to use
your sales tax return. If Rx cost of goods sold is not readily available, leave that line
blank.

Line (3) Since floor space will be used in allocating expenses, accuracy is important. When
measuring the total store, include only the retail area and exclude any storage area, i.e.,
basement, attic, off-the-premises areas, or freight in-out areas. When measuring the
Prescription Department, exclude patient waiting area and prescription-related office.
These should be included in total store area. A factor is added to the Prescription
Department area to account for both waiting and office space.

SECTION IIB --- OVERHEAD EXPENSES

[TAX RETURN MAY BE SUBSTITUTED.]
Overhead costs reported on the cost report must be resulting from arms-length transactions between
nonrelated parties. Related parties include, but are not limited to, those related by family, by business or
financial association, and by common ownership or control. The most common non-arms-length
transaction involves rental of property between related parties. The only allowable expense of
such transactions for cost determination purposes would be the actual costs of ownership
(depreciation, taxes, interest, etc., for the store area only). The rental amount will be disallowed.
Please show this as a reconciling item in Section 1ID. '

Myers and Stauffer.c

Certified Public Accountants Page 2
4/2003




Line (6) & (7)

Line (7a)

Line (10)

Line (22)

Line (24)

Line (25)

Line (26)

Lines (27)-(29)

Lines (31)-(38)

Lines (31)-(43)

Exhibit 2
Kentucky Medicaid Pharmacy Cost Report — Instructions

Include only personal property taxes or real estate taxes paid on property used in this
pharmacy's business.

Include the employer's share of FICA and Medicare taxes, and state and federal
unemployment taxes.

Include only rent that applies to the store. Report only rental expense incurred by
transactions between nonrelated parties. See the first paragraph of this section for
expenses allowed in lieu of rent paid to a related party.

Include office and operating supplies. If prescription containers and labels are included in
your supplies, please exclude them from this line and show them on line (26).

Rx Computer Expenses. Include expenses for a computer that is used only in the Rx
Department. These expenses should not be duplicated on any other line. If your
computer is used by other departments of the pharmacy, do not enter anything on this
line and enter computer expenses on line (29).

Rx Delivery Expenses. If you deliver Rx items only, include expenses paid for your
delivery vehicle here, including expenses paid to a delivery service for delivery of Rx
items. These expenses should not be duplicated on any other line. If your delivery
vehicle is used by other departments of the pharmacy or for miscellaneous purposes, do
not enter anything on this line and enter delivery expenses on line (29).

Rx Containers and Labels. The cost of prescription containers and labels should be
included here if separately identified as “other deductions” on your federal income tax
return. If this expense is included in cost of goods sold on your federal income tax return
and if your accounting records are such that this figure is difficult to determine, leave this
line blank. An allowance will be made for Rx containers and labels based on your
prescription volume.

On these lines identify any non-labor expenses not already included on your cost report
but listed as other deductions on your federal income tax return. Identify each item and
the amount, rather than labeling all such expenses as "miscellaneous.” If you
wish, you may simply attach the schedule from your federal return which lists
these expenses. Please clearly label any items that are 100% Rx-related, such as
pharmacist continuing education, or that are 100% non-Rx-related, such as fountain
operation expenses.

SECTION IIC --- PERSONNEL COSTS [LINES (31)-(45})]
"Percent of Prescriptions Dispensed.” Please provide your best estimate of the
percentage of prescriptions dispensed by each pharmacist. Notice: This column must
total line 38a (100%).

“Average Weekly Hours.” You may not have detailed records of where each employee
worked: however, please provide your best estimate of an average or “typical” week.
Column 6 should show average number of hours the employee worked per week.
Column 7 should show the average number of hours per week spent performing Rx-
related duties. Rx-related duties are defined as time spent filling prescriptions as well as
doing the related administrative work, including ordering and stocking prescription
ingredients, taking inventory, maintaining prescription files and delivering prescriptions.
Pharmagcists providing consultation to long-term care facilities should be identified and

Myers and Stauffer.c

Certified Public Accountants Page 3

4/2003



o Exhibit 2
Kentucky Medicaid Pharmacy Cost Report — Instructions

listed separately. Any revenue received for those consultation services should be noted
in Section IB, page 2.

Lines (31)-(33) “Owners.” For purposes of this study, an employee who is a stockholder in the
pharmacy is considered an “Owner.” All individual proprietors, partners, or stockholders
should list their total drawings and/or salaries for the year. Do not show net profit as the
‘owner's salary but only actual drawings or salary. For those owners who took no
salary or drawings, show zero to indicate you have not overlooked this line. A salary will
be allocated based on time and/or prescriptions dispensed.

Lines (39)-(43) Rx Technicians, nonprofessional, clerical, and delivery personnel who perform Rx-related
duties should be listed.

Line (44) “All Non-Rx Employees.” List total salaries for all employees who spend no time in Rx-
related duties.

SECTION IID --- RECONCILIATION WITH BOOKS OR
FEDERAL INCOME TAX RETURN
The purpose of this reconciliation is to ensure that all expenses have been included and that none have
been duplicated. For example, pharmacies operating as sole proprietors will normally need to list owner’s
salaries, drawings, and benefits as a reconciling item. Other examples of reconciling items are the 50%
meals deduction, rent paid to related party, etc.

SECTION il --- PHARMACY PRESCRIPTION CHARGES SURVEY
List the appropriate information for the first 50 NEW prescriptions dispensed on the day shown in the box
in the upper left corner of the survey form. If 50 new prescriptions were not dispensed on that day, list
the first new prescriptions dispensed on the following day(s) until 50 are listed. DO NOT list compounded
or OTC prescriptions. Skip these and proceed to the next prescription. All other new prescriptions must
be listed - including loss leaders, third party paid prescriptions, special rates, sale prices, and controlled
substances. Actual selling price shown should be the amount received for the prescription. The selling
price for third party prescriptions should be shown as the amount received from the third party plus any
co-pay collected from the patient. Complete the Payer Code column using the following codes:

Payer Type Code
Cc

Cash

Medicaid (Fee for Service) MF
Medicaid Managed Care MM
CHAMPUS CH
Workers Compensation w
Private Insurance (e.g. BC/BS, through PBM etc.) P

Other o

If preferred, you may send a computer generated drug listing. Please ensure all required data is included
on the computer generated listing and identify any special codes used on the listing, i.e., M for Medicaid.

NOTE: For quantity filled, report the unit of issue used when requesting Medicaid prescription
reimbursement.

* Myers and Stauffer.c

Certified Public Accountants Page 4
4/2003




Exhibit 3

THE SECRETARY FOR HEALTH SERVICES
COMONEEALTH OF KENTUCEY
275 East Mam Srieer
FrranreorT KY 40621 -0001
(502) 5647042

Paut E. PrTTON Marcia B, MORGAR
GUVERNDR. SECRETARY

May 30, 2003

Dear Pharrmacy Provider:

KRS 205.561 requires the Kentucky Cabinet for Health Services to conduct a
research study every three years to determine the cost of dispensing prescription
medications and the cost of acquiring drugs for eligible Medicald reciplents, the current
level of dispensing fee, and an estimate of additional revenues required to adequately
adjust reimbursement to cover costs for pharmacles. The Cabinet is required to
conduct this study and report findings to the governor and the Legislative Research
Commission by October 31, 2003. The Cabinet has contracted with the firm of Myers
and Stauffer, Certified Public Accountants, to conduct the study.

The information recelved from the study will assist in determining the Kentucky
Medicald dispensing fee. The importance of accurately and promptly completing this
survey in its entirety cannot be overemphasized. The accuracy of the survey depends
to a great extent on the number of completed surveys. To ensure an accurate and
valid measurement of dispensing costs, please complete the survey form and return it
to:

T. Allan Hansen

Myers and Stauffer LC

420 Nicholas Road |
Kansas, City, Missouri 64112

“ promoting and safeguarding the bealth and wellness of all Kentuckians.”

> Y
Eauat OrporTUNITY BMFUOYER M/FID



Exhibit 3

The Cabinet and Myers and Stauffer guarantee the confidentiality of the
responses. Thus, no pharmacy will be' given access to another pharmacy’s data. The
Cabinet wants to remind you that In accordance with your Medicaid provider
“agreement, you are required “... to fumish the State or Federal agencies with any
information requested regarding payments clalmed for furnishing services..,” and "... to
permit representatives of the State and Federal government.., the unrestricted right to
examine, inspect, copy and audit all records pertaining to the provision of services
furnished to Tittle XIX reciplents”.

If you have any questions regarding completion of the survey, please contact
Allan Hansen of Myers and Stauffer at 1-800-374-6858.
Sincerely,

Marcia R. Morgan
Secrefary

MRM/deb

C: Mike Robinson, Commissioner
Troy Koch, Pharmacy Director
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Myers and Stauffer.c

Certified Public Accountants

June 2, 2003

To: Kentucky Medicaid Pharmacy Providers

The Kentucky Department for Medicaid Services has contracted with Myers and Stauffer LC to
conduct dispensing cost and acquisition cost surveys as part of the on-going process to evaluate
Medicaid fees for prescription medications in the state of Kentucky. All Kentucky pharmacy
providers are requested to participate in the cost survey. We have conducted previous pharmacy
cost surveys in Kentucky and fifteen other states and are pleased to again be working with
pharmacies in the state of Kentucky. ,

All pharmacy providers in the state should participate in both surveys according to the following
directions:
Dispensing Cost Survey

1. Complete and return the enclosed “Kentucky Medicaid Pharmacy Cost Report.”
Please review the survey instructions.

2. Retain a copy of the completed survey forms for your records.

3. For your convenience, we will complete a portion of the survey for you upon

receipt of your business federal income tax return (Forms 1065, 1120, 1 1208 or
Schedule C of Form 1040 and accompanying schedules). If you choose this
option, you will still need to complete the following sections of the cost report
prior to submission:
a. Pages 1 and 2 — Pharmacy attributes and other information
b. Page 3 —Line 1 (column 1) — prescription sales, and line 3 (columns 1 and 2)
— prescription area and total store area.
c. Page 4 — Personnel costs — complete lines 31-45, all columns
d. Section III — Pharmacy Prescription Charges Survey
4. If your financial statements or tax return have not been completed for your most
current fiscal year, please file a cost report using your prior year's financial
statements (or tax return) apd the corresponding prescription data for that year.
The data will be adjusted accordingly.

420 Nichols Road e Kansas City, Missouri 64112
(816) 968-1960 o (800) 374-6858 & FaX (816) 968-1970
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Acquisition Cost Survey

1. Submit to Myers and Stauffer all drug purchase invoices from your wholesale
drug supplier(s) for the dates April 1 through April 30, 2003.

2. Submit all invoices for drug purchases from brand name as well as generic
pharmaceutical manufacturers and/or suppliers for the dates April 1 through April
30, 2003.

3. Please send copies of invoices. Submitted documents will not be returned.

It is very important that all pharmacies cooperate fully by filing an accurate cost report and
submitting the requested drug purchase invoices.

Please submit all requested information no later than July 15, 2003 to:

Myers and Stauffer LC
Certified Public Accountants
420 Nichols Road

Kansas City, Missouri 64112

All cost reports will be reviewed by experienced staff at Myers and Stauffer LC. Ifthis review
yields any need for additional inquiries, you will be contacted by letter or telephone. At a later
date, a limited sample of pharmacies will be selected for an on-site field examination. If your
pharmacy is chosen for a field examination, you will be notified.

Reports generated from this study may be used as a basis for determining future reimbursement
paid under the Medicaid program. All information submitted will be held in strict confidence. If
you have any questions, please call toll free at 1-800-374-6858. Your cooperation in providing
the information for this study is greatly appreciated.

Sincerely,

T o

T. Allan Hansen
Project Manager



Exhibit 5

Myers and Stauffer.c

Certified Public Accountanis

June 2, 2003 N

<<PHARMACY CHAIN NAME>>

<< CONTACT NAME>>, <<CONTACT TITLE>>
<<ADDRESS 1>>

<<ADDRESS 2>>

<<CITY>>, <<STATE>> <<ZIP>>

Dear << CONTACT NAME>>,

The Kentucky Department for Medicaid Services has contracted with Myers and Stauffer LC to
conduct dispensing cost and acquisition cost surveys as part of the on-going process to evaluate
Medicaid fees for prescription medications in the state of Kentucky. All Kentucky pharmacy
providers are requested to participate in the cost survey. We have conducted previous pharmacy
cost surveys in Kentucky and fifteen other states and are pleased to again be working with
pharmacies in the state of Kentucky.

All pharmacy providers in the state should participate in both surveys according to the following
directions:

Dispensing Cost Survey

L. Enclosed is a listing of the names and addresses of your Kentucky pharmacies.
Pharmacy information is firesented as shown on the Kentucky Department for
Medicaid Services records. If this list is inaccurate, please notify us.

2. Enclosed are several copies of the “Kentucky Medicaid Pharmacy Cost Report.”

Please review the survey instructions. Please submit a completed survey for each

store on the attached list. If you will require additional survey forms, please

contact Myers and Stauffer. If you would prefer to submit the datain an
electronic format such as a spreadsheet, please contact us to determine an
acceptable format.

Retain a copy of the completed survey forms for your records.

4. If you prefer, send individual income statements for each store and we will enter
this information on the survey forms. All such information will be held in strict
confidence and destroyed after the data is entered. You will still need to complete
the following cost report sections:

a. Pages 1 and 2 — Pharmacy attributes and other information

b. Page 3 — Line 1 (column 1) — prescription sales, and line 3 (columns 1 and 2)
— prescription area and total store area.

c. Page 4 — Personnel costs — complete lines 31-45, all columns

d. Section III — Pharmacy Prescription Charges Survey

W

420 Nichols Road e Kansas City, Missouri 64112
(816) 968-1960 e (800) 374-6858 & FAX (816) 968-1970



Exhibit 5

5. Please describe any cost allocations used in preparing the income statement such
as administrative expense, et cetera. Warehousing costs should be shown in cost
of goods sold or listed separately.

Acquisition Cost Survey

1. The invoices requested below should be sent for each store on the enclosed list.

2. - Submit to Myers and Stauffer all drug purchase invoices from your wholesale
drug supplier(s) for the dates April 1 to April 30, 2003.

3. Submit all invoices for drug purchases from brand name as well as generic
pharmaceutical manufacturers and/or suppliers for the dates April 1 to April 30,
2003.

4. Please send copies of invoices. Submitted documents will not be returned. If it is

possible to send invoice data in an electronic format, please contact Myers
and Stauffer to discuss an acceptable format.

It is very important that all pharmacie§ cooperate fully by filing an accurate cost report and
submitting the requested dmg purchase invoices.

Please submit all requested information no later than July 15, 2003 to:

Myers and Stauffer LC
Certified Public Accountants
420 Nichols Road

Kansas City, Missouri 64112

All cost reports will be reviewed by experienced staff at Myers and Stauffer LC. If this review
yields any need for additional inquiries, you will be contacted by letter or telephone. At alater
date, a limited sample of pharmacies will be selected for an on-site field examination. If your
pharmacy is chosen for a field examination, you will be notified.

Reports generated from this study may be used as a basis for determining future reimbursement
paid under the Medicaid program. All information submitted will be held in strict confidence. If
you have any questions, please call toll free at 1-800-374-6858. Your cooperation in providing
the information for this study is greatly appreciated.

Sincerely, )

T. Allan Hansen
Project Manager
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Myers and Stauffer.c

Certified Public Accountants

June 27, 2003

REMINDER TO PARTICIPATE IN THE PHARMACY COST STUDY

Dear Pharmacy Provider:

The Kentucky Department for Medicaid Services is currently conducting a study of pharmacy
costs through its contractor, Myers and Stauffer. Recently you received a Kentucky Medicaid
Pharmacy Cost Report and a request that you complete and return it to us by July 15, 2003.

As part of the pharmacy acquisition cost study, you were also requested to submit
pharmaceutical purchase invoices from your wholesale drug supplier(s) for specific dates
identified in the original survey materials packet.

It is critical to obtain a maximum number of responses in order to ensure the validity of the
survey. Due to the timeline set by the Department, it is requested that we receive your response
no later than the due date. If you have not yet completed the survey or submitted
pharmaceutical purchase invoices, please complete and return them to us no later than July 15,
2003. If you have recently mailed the survey, please accept our thanks for your participation.

The pharmacy study was initiated by the Department for Medicaid Services for the purpose of
determining the cost to purchase and fill Medicaid prescriptions. This is being done in
accordance with state and federal regulations so that the Department can evaluate the
reimbursement you receive. Since the fairness and objectivity of the final results of this cost
survey are directly related to the degree of response from pharmacies in Kentucky, it is very
much in your interest to participate.

Be assured that the information you provide will be kept completely confidential. The only
people with access to the individual surveys will be members of our firm.

If you need assistance in completing the survey form, please call Myers and Stauffer at 1-800-
374-6858. If you have not received the survey forms or have misplaced them, please call and
we will be glad to send the forms to you.

Thank you again for your assistance in this survey process.

Sincerely,

T. Allan Hansen
Project Manager

420 Nichols Road & Kansas City, Missouri 64112
(816) 968-1960 » (800) 374-6858 e FAX (81 6) 968-1970
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Myers and Stauffer..c

Certified Public Accountants

July 15, 2003

URGENT REQUEST FOR PARTICIPATION IN THE PHARMACY COST STUDY

Dear Pharmacy Provider:

The Kentucky Department for Medicaid Services is currently conducting a study of pharmacy
costs through its contractor, Myers and Stauffer. Recently you received a Kentucky Medicaid
Pharmacy Cost Report and a request that you complete and return it to us by July 15, 2003.

As part of the pharmacy acquisition cost study, you were also requested to submit
pharmaceutical purchase invoices from your wholesale drug supplier(s) for specific dates
identified in the original survey materials packet.

Our records indicate that we have not yet received a response from your pharmacy. If you
have not yet completed the survey or submitted pharmaceutical purchase invoices, please
complete and return them to us AS SOON AS POSSIBLE. If you have recently mailed the
survey, please accept our thanks for your participation. If you have already contacted Myers and
Stauffer regarding any special circumstances about your pharmacy, there is no need to do so
again.

The pharmacy study was initiated by the Department for Medicaid Services for the purpose of
determining the cost to purchase and fill Medicaid prescriptions. This is being done in
accordance with state and federal regulations so that the Department can evaluate the
reimbursement you receive. Since the fairness and objectivity of the final results of this cost
survey are directly related to the degree of response from pharmacies in Kentucky, it is very
much in your interest to participate. :

Be assured that the information you provide will be kept completely confidential. The only
people with access to the individual surveys will be members of our firm.

If you need assistance in completing the survey form, please call Myers‘ and Stauffer at 1-800-
374-6858. If you have not received thé survey forms or have misplaced them, please call and
we will be glad to send the forms to you.

Thank you again for your assistance in this survey process.

Sincerely,

T. Allan Hansen
Project Manager

420 Nichols Road e Kansas City, Missouri 64112
(816)968-1960 (800) 374-6858 & Fax (81 6) 968-1970
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420 Nichols Road
Kansas City, Missouri 64112

, (800) 374-6858
Myers and Stauffer.c e ob-16%0 (Fax)

Certified Public Accountants

July 10, 2003

0012345/ 1234
SAMPLE PHARMACY
100 MAIN STREET
ANYTOWN, KY 12345

Attention Owner/Manager:

Myers and Stauffer is working under contract with the Kentucky Department for Medicaid Services to
conduct a survey of the cost of dispensing prescriptions for the Kentucky Medicaid program. Aftera
preliminary review of the cost report you recently submitted, we have a few questions that will clarify
the information you provided. Please answer the questions below and return this letter to us within one
week. Make any necessary changes on the enclosed copy of your cost report and return with this form.
A postage paid envelope is enclosed. If you have any questions, please call us toll free at (800) 374-
6858. Thank you for your help and cooperation.

1)

3)

Please provide separate amounts for the following taxes that are included in your total tax expense of
$8,055 : real estate tax , personal property tax , sales tax , payroll
taxes , other taxes

Please complete/reconsider lines (31) - (38), page 4, 'Percent of Prescriptions Dispensed.' This should be
the percentage of your total prescriptions that were dispensed by each pharmacist during the fiscal year of
this report. The column total should be 100%.

Please reconsider lines (31) - (44). You have $74,064 in non-prescription sales and $188,056 in non Rx
labor. Does anyone included on line 44 perform any Rx support duties such as delivery or ringing up
prescription sales? If so, please revise page 4.



Summary of Field Examination Findings

Exhibit 9

Kentucky Medicaid
Dispensing Cost per
Assigned Prescription increase/
Number Exceptions and Comments Original Revised (Decrease)
Area ratio, various labor
0198 allocations $ 6.27 $ 712 $ 0.85
Area ratio, sales ratio, various
overhead allocations, various
0825 labor allocations 5.49 5.95 0.46
1598 Area ratio, overhead allocations 5.12 5.11 (0.01)
Area ratio, various overhead
allocations, various labor
1739 allocations 9.67 9.61 (0.06)
2234 Area ratio 6.09 6.04 (0.05)
2514 Area ratio 7.41 7.26 (0.15)
2826 Labor allocation 4.88 6.02 1.14
3378 No change 3.02 3.02 -
4688 Sales ratio 7.49 7.47 (0.02
Sales ratio, area ratio, various
4967 labor allocations 5.07 4.98 (0.09)]
4997 Overhead allocations 5.80 5.83 0.03
5225 No change 3.22 3.22 -
5665 Various overhead allocations 5.20 5.37 0.17
Area Ratio, various overhead
6044 allocations 4.50 4.45 (0.05)
6158 Area ratio 4.20 4.35 0.15
7431 Area ratio, sales ratio 4.90 4.91 0.01
8654 Various overhead allocations 9.43 8.66 (0.77)
Area ratio, sales ratio, various
9290 labor allocations 7.04 7.10 0.06
9341 Area ratio 6.86 6.77 (0.09)
Area ratio, Various labor
9433 allocations 5.12 5.06 (0.06)
Mean Change per Pharmacy $ 0.08
Standard Deviation $ 0.39
Number of Pharmacies 20
95% Confidence Interval for Mean Change Due to Field Examination
Lower Bound $ (0.09)
Upper Bound $ 0.24
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Calculation of Container Cost Per Prescription

Kentucky Medicaid
Container Type Utilization Cost Extended
Dry
6 Dram 7% $ o0.1010 $ 0.0071
8-9 Dram 36% 0.1012 0.0364
12-13 Dram 18% 0.1295 0.0233
16 Dram 14% 0.1476 0.0207
20 Dram 8% 0.1968 0.0157
30 Dram 6% 0.2300 0.0138
40 Dram 7% 0.2619 0.0183
60 Dram 4% 0.3744 0.0150
$ 0.1503
Liguid

20Oz 5% 0.2778 0.0139
30z 8% 0.3727 0.0298
40z 33% 0.3710 0.1224
6 Oz. 33% 0.4535 0.1497
8 Oz. 16% 0.5511 0.0882
12 Oz. 2% 0.6054 0.0121
16 Oz. 2% 0.6369 0.0127
$ 0.4288

Dry 0.1503 X 85% = 0.128

Liquid 0.4288 X 15% = 0.064

Average Container Cost/Rx = 0.193

Myers and Stauffer LC KY_DISP_exhibits_03 [10. Containers and Labels] 10/31/03



Table of Inflation Factors for Dispensing Cost Survey

Kentucky Medicaid
Terminal
Month Index Number of
Fiscal Year Midpoint | Midpoint (June 30, Inflation Stores with

End Date Date Index 4 2003) 4 Factor | Year End Date
1/31/01 7/31/00| 172.8 183.7 1.063 1
2/28/01 8/31/00| 172.8 183.7 1.063 0
3/31/01 9/30/00f 173.7 183.7 1.058 0
4/30/01  10/31/00] 174.0 183.7 1.056 0
5/31/01  11/30/00] 174.1 183.7 1.055 0
6/30/01  12/31/00| 174.0 183.7 1.056 1
7/31/01 1/31/01] 175.1 183.7 1.049 0
8/31/01 2/28/01| 175.8 183.7 1.045 0
9/30/01 3/31/01| 176.2 183.7 1.043 1
10/31/01 4/30/01] 176.9 183.7 1.038 0
11/30/01 5/31/01 177.7 183.7 1.034 0
12/31/01 6/30/01| 178.0 183.7 1.032 4
1/31/02 7/31/01 1775 183.7 1.035 1
2/28/02 8/31/01| 1775 183.7 1.035 0
3/31/02 9/30/01| 178.3 183.7 1.030 3
4/30/02  10/31/01 177.7 183.7 1.034 0
5/31/02  11/30/01| 177.4 183.7 1.036 3
6/30/02  12/31/01| 176.7 183.7 1.040 11
7/31/02 1/31/02| 1771 183.7 1.037 1
8/31/02 2/28/02| 177.8 183.7 1.033 2
9/30/02 3/31/02] 178.8 183.7 1.027 17
10/31/02 4/30/02] 179.8 183.7 1.022 3
11/30/02 5/31/02| 179.8 183.7 1.022 0
12/31/02 6/30/02] 179.9 183.7 1.021 149
1/31/03 7/31/02| 180.1 183.7 1.020 173
2/28/03 8/31/02| 180.7 183.7 1.017 1
3/31/03 9/30/02| 181.0 183.7 1.015 2
4/30/03  10/31/02] 181.3 183.7 1.013 0
5/31/03  11/30/02| 181.3 183.7 1.013 2
6/30/03  12/31/02] 180.9 183.7 1.015 2
[Total Number of Stores 377|

' Midpoint and terminal month indices were obtained from the Consumer Price
Index, All Urban, as published by the Bureau of Labor Statistics (BLS).
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Acquisition Cost Summary by Pharmacy
Single Source and Multi-Source Drug Products

Kentucky Medicaid

Exhibit 13

Single Source Multi-Source Products
Products Without FUL With FUL
Average Average Average
Assigned Pharmacy Internal | Numberof Acquistion] Numberof Acquistion| Numberof Acquistion
Number Type Urban Invoices| Observations  Cost Observations Cost Observations Cost
A B (o] D E F G H / J
0198 IND 47 80.0% 3 55.9% 3 33.8%
0217 IND X 3 80.3% 12 70.3% 6 16.5%
0621 IND 398 78.9% 83 50.4% 105 16.4%
0708 IND 322 78.9% 78 44.8% 54 12.8%
0815 IND 43 80.1% 8 65.8% 9 9.0%
0838 IND 176 78.9% 19 51.8% 17 14.7%
1028 CHN 675 79.9% 177 56.2% 182 18.1%
1132 CHN X 522 80.1% 125 53.7% 141 16.8%
1137 CHN X 68 79.8% 17 53.1% 42 10.4%
1222 CHN X 1,111 80.0% 284 55.6% 304 18.9%
1304 CHN 1,115 80.0% 260 56.4% 234 20.1%
1413 IND 92 78.6% 22 67.3% 25 13.8%
1493 INST 69 76.0% 20 47.2% 9 15.4%
1498 INST 38 79.9% 15 41.8% 6 5.2%
1551 IND X 72 80.0% 4 60.3% 1 12.3%
1565 INST 631 76.8% 121 51.8% 57 17.2%
1576 IND 129 81.1% 34 73.4% 20 25.4%
1598 IND 149 78.7% 36 68.3% 41 15.0%
1602 CHN 500 80.0% 130 58.5% 146 17.2%
1644 IND X 247 79.6% 29 75.1% 6 5.2%
1656 IND X 113 79.4% 12 56.8% 14 6.5%
1717 CHN 89 81.6% 9 79.8% 1 49.7%
1910 IND 146 79.4% 21 72.8% 2 71.9%
2001 CHN 806 79.9% 184 60.8% 211 16.5%
2036 IND 149 79.1% 12 25.7% 9 8.4%
2067 IND 99 80.8% 8 46.3% 8 47.9%
2380 IND 44 78.4% 8 76.7% 4 16.8%
2411 CHN X 78 80.1% 9 63.2% 34 15.6%
2480 IND 7 80.1% 2 24.3%
2578 IND X 80 80.0% 20 67.1% 23 10.7%
2666 IND 75 79.4% 10 71.3% 3 27.2%
2701 IND 152 78.8% 26 46.9% 16 29.4%
2703 IND 167 77.9% 29 59.4% 19 9.3%
2716 CHN X 572 79.9% 149 53.6% 156 15.0%
2745 IND 363 79.9% 84 67.1% 60 18.1%
2779 CHN 629 79.8% 126 61.3% 153 18.2%
2823 CHN 24 79.8% 10 55.7% 18 5.2%
2825 IND X 104 79.7% 38 52.1% 23 1.7%
2920 CHN 72 81.0% 6 52.5%
2932 CHN 59 78.4% 7 77.8% 22 26.8%
2933 CHN 489 79.9% 134 64.2% 86 19.4%
2968 IND 109 79.7% 30 56.9% 23 17.3%
3014 IND X 173 78.3% 31 76.2% 29 22.4%
3136 INST 255 76.0% 72 53.0% 38 15.3%
3237 CHN X 565 79.8% 121 60.7% 172 16.1%
3378 IND 274 79.4% 54 56.9% 42 16.2%
3439 CHN .61 81.1% 15 49.6% 39 7.6%
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Acquisition Cost Summary by Pharmacy
Single Source and Multi-Source Drug Products

Kentucky Medicaid

Exhibit 13

Single Source Multi-Source Products
Products Without FUL With FUL
Average Average Average
Assigned Pharmacy Internal | Number of Acquistion] Numberof Acquistion| Numberof Acquistion
Number Type Urban Invoices|Observations . Cost Observations Cost Observations Cost
A B c D E F G H [ J
3485 IND 337 79.9% 68 57.3% 49 15.3%
3547 INST 97 78.3% 21 59.1% 6 18.5%
3556 IND X 74 79.5% 14 54.8% 9 16.7%
3577 IND 130 80.1% 16 71.7% 17 12.8%
3668 IND X 154 79.9% 32 64.0% 30 12.8%
3710 IND 472 79.3% 76 67.2% 46 19.2%
3923 CHN 714 80.0% 137 52.7% 178 18.9%
3996 IND 227 79.5% 48 49.6% 42 14.5%
3997 IND 334 79.1% 62 62.7% 47 13.6%
4117 CHN 57 79.7% 10 70.8% 34 11.5%
4292 INST 62 76.1% 8 60.4% 3 13.2%
4338 IND 219 78.8% 53 48.8% 65 14.0%
4343 CHN X 536 79.9% 139 54.8% 137 12.8%
4364 CHN X 31 79.8% 3 81.3% 26 4.9%
4617 IND X 75 79.5% 5 65.6% 17 12.5%
4641 CHN X 826 80.0% 183 60.3% 170 15.5%
4679 IND 188 79.2% 32 64.9% 22 13.8%
4686 IND 140 79.8% 31 67.8% 13 11.1%
4844 CHN 45 79.7% 13 67.0% 21 12.8%
4967 IND 9 80.0% 45 45.1% 41 9.5%
5135 IND 185 79.3% 37 66.2% 31 17.1%
5137 IND 169 79.4% 30 62.6% 32 19.4%
5232 IND 355 79.3% 66 44.8% 71 15.9%
5528 IND 130 79.9% 11 66.2% 9 12.5%
5596 IND 189 79.7% 14 68.2% 9 25.4%
5622 CHN X 518 79.8% 113 64.0% 140 19.0%
5639 IND 47 49.2% 29 15.1%
5862 IND 87 79.0% 17 72.9% 11 9.1%
5946 IND X 245 78.8% 50 44.9% 52 27.4%
6033 IND 2 79.6% 1 42.6% 1 23.3%
6142 IND 108 78.8% 25 42.9% 24 18.2%
6150 CHN X 49 79.8% 16 48.3% 37 16.1%
6156 IND 118 79.1% 12 72.4% 4 8.3%
6249 CHN X 62 79.7% 18 59.2% 39 13.7%
6308 CHN X 805 80.0% 178 59.1% 209 17.8%
6447 CHN 792 80.0% 210 58.3% 158 16.2%
6461 CHN X 353 80.0% 84 56.7% 95 13.7%
6472 INST 15 74.2% 4 37.9% 11 20.7%
6494 IND 357 78.7% 79 43.8% 101 13.6%
6632 IND 211 79.4% 33 55.7% 36 20.2%
6771 IND 112 79.4% 44 62.5% 76 12.8%
6931 IND X 64 79.7% 10 40.1% 22 24.2%
7060 INST 352 75.7% 75 51.3% 38 10.6%
7062 CHN X 44 79.8% 6 54.1% 38 9.0%
7097 INST 137 76.5% 12 68.0% 5 20.1%
7182 IND X 131 79.7% 16 61.8% 5 43.0%
7191 IND 177 79.3% 33 75.8% 27 10.3%
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Acquisition Cost Summary by Pharmacy
Single Source and Multi-Source Drug Products

Exhibit 13

Kentucky Medicaid
Single Source Multi-Source Products
Products Without FUL With FUL
Average Average Average
Assigned  Pharmacy Internal | Number of - Acquistion| Number of Acquistion] Numberof Acquistion
Number Type Urban Invoices | Observations Cost Observations Cost Observations Cost
A B [o] D E F G H ! J

7233 IND X 28 34.4% 31 14.9%
7289 CHN 750 80.0% 170 59.6% 157 19.3%
7431 IND 110 79.9% 12 75.6% 5 15.0%
7446 IND 234 79.8% 23 39.9% 28 18.0%
7460 CHN X 761 80.0% 213 60.3% 168 17.8%
7499 IND 422 79.4% 118 60.7% 75 19.0%
7602 IND 311 79.7% 49 40.7% 51 18.4%
7698 CHN 6 78.9% 1 23.8%
7889 INST 37 75.4% 16 54.6% 4 14.2%
7901 IND X 74 79.6% 17 - 45.6% 17 12.7%
7905 IND X 130 79.2% 30 70.4% 21 11.3%
7978 CHN X 626 79.8% 162 58.8% 123 16.5%
7986 INST 24 80.5% 9 63.2% 5 15.5%
7994 CHN X 694 80.1% 144 51.5% 183 19.3%
8012 CHN 883 79.9% 182 58.9% 183 18.7%
8056 CHN X 1,026 82.4% 278 59.1% 281 18.1%
8270 IND 37 79.0% 14 69.1% 6 27.4%
8321 CHN 500 80.0% 98 54.3% 107 17.4%
8322 CHN 203 78.6% 47 68.0% 43 18.4%
8413 CHN X 883 82.5% 223 66.2% 189 21.5%
8469 CHN X X 1,154 82.4% 307 65.6% 331 17.8%
8479 IND 9 28.3% 16 7.6%
8526 CHN X 970 82.5% 259 66.1% 230 19.6%
8548 IND 4 80.0% 2 33.4%
8563 CHN X 801 82.6% 197 59.9% 203 14.4%
8564 IND 235 79.6% 41 64.8% 23 20.2%
8684 CHN X X 1,290 82.4% 259 66.8% 321 16.4%
8756 CHN X 1,351 82.5% 328 59.8% 294 17.8%
8779 IND X 120 79.3% 21 59.0% 15 21.7%
8817 IND X 113 79.6% 22 36.4% 10 11.3%
8872 CHN 469 80.0% 117 59.1% 107 13.9%
8919 CHN X 666 82.3% 168 63.0% 145 17.0%
8953 CHN X 879 82.6% 214 62.6% 245 21.9%
8967 CHN X X 858 82.3% 205 60.2% 223 21.3%
9001 IND X 186 79.5% 27 66.5% 10 26.7%
9101 IND X 302 79.4% 49 67.2% 11 14.5%
9183 IND X 163 79.4% 33 65.5% 14 24.1%
9205 IND 192 79.2% 23 64.2% 8 16.7%
9208 CHN X 1,373 82.6% 323 60.8% 344 22.3%
9286 IND X 17 82.9% 5 24.8% 8 19.3%
9298 CHN X 1,477 82.5% 359 60.9% 328 23.2%
9322 IND X 250 79.4% 35 72.6% 12 13.1%
9341 IND 164 79.1% 37 63.1% 36 13.5%
9389 CHN X X 2,194 82.5% 463 60.6% 491 20.2%
9415 CHN X X 760 82.6% 140 56.5% 142 17.6%
9433 IND 127 79.6% 29 63.5% 12 12.4%
9436 IND 170 79.7% 18 60.2% 18 18.5%
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Acquisition Cost Summary by Pharmacy
Single Source and Multi-Source Drug Products

Kentucky Medicaid

Exhibit 13

Single Source Multi-Source Products
Products Without FUL With FUL
Average Average Average
Assigned Pharmacy Internal |- Number of Acquistion|  Number of Acquistion| Numberof Acquistion
Number Type Urban Invoices|Observations  Cost Observations Cost Observations Cost
A B C D E F G H [} J
9440 CHN X 1,478 82.5% 362 62.8% 340 17.9%
9457 IND 152 79.6% 20 73.3% 1 10.8%
9473 CHN X 553 82.4% 132 65.1% 134 17.6%
9628 CHN X 713 82.4% 157 60.5% 149 20.7%
9662 IND 2 82.4% 1 26.3%
9687 IND 15 79.7% 1 19.1%
9704 IND 305 79.0% 23 76.2% 9 30.0%
9746 IND X 177 80.0% 30 70.9% 28 18.0%
9779 CHN X X 997 82.5% 197 67.1% 181 17.8%
9899 CHN 1,044 80.0% 263 57.7% 204 17.3%
9936 CHN X X 506 82.4% 134 60.3% 170 16.7%
Number of Stores 149 151 147
Number of Observations 52,621 11,784 11,397
Average 79.8% 58.3% 17.5%
Standard Deviation 1.5% 11.9% 8.1%
Maximum 82.9% 81.3% 71.9%
80th Percentile 80.1% 67.1% 20.2%
Median 79.8% 60.2% 16.6%
20th Percentile 79.1% 50.1% 12.7%
Minimum 74.2% 19.1% 4.9%
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Acquisition Cost Summary by Pharmacy
Single Source and Multi-Source Drug Products

Kentucky Medicaid

Explanation of Columns

A. Random number assigned to pharmacy

B. Designates type of pharmacy:

CHN = chain pharmacy,

IND = independent pharmacy,

INST = institutional pharmacy.
Chain versus independent designation is based upon a
review by Myers and Stauffer as well as the self-
identification of the pharmacy. A chain includes 10 or more
stores. The insitutional designation is based upon review of
the percentage of prescriptions that were dispensed to
residents of long-term care facilities.

C. An "X" in this column indicates that the pharmacy is
located in an urban area. Each pharmacy's zip code was
used to determine the county in which it was located.
Counties in a Metropolitan Statistical Area as used by the
Centers for Medicare and Medicaid Services (CMS) were
considered urban.

D. An "X" in this column indicates that the invoices
submitted by the pharmacy were primarily "internal”
invoices from a related-party wholesale entity. Drug prices
on these invoices do not represent true "arms-length”
transactions.

Myers and Stauffer LC

E. Number of invoice line items for single source drugs that
matched the top 1,000 list of single source drugs
reimbursed by Kentucky Medicaid

F. Average acquisition cost as a percent of AWP for single
source drugs. The average for each pharmacy was
weighted by Kentucky Medicaid volume.

G. Number of invoice line items for multi-source drugs
(without an FUL) that matched the top 1,000 list of multi-
source drugs reimbursed by Kentucky Medicaid.

H. Average acquisition cost as a percent of AWP for multi-
source drugs (without an FUL). The average for each
pharmacy was weighted by Kentucky Medicaid volume.

1. Number of invoice line items for multi-source drugs (with
an FUL) that matched the top 1,000 list of multi-source
drugs reimbursed by Kentucky Medicaid.

J. Average acquisition cost as a percent of AWP for multi-
source drugs (with an FUL). The average for each
pharmacy was weighted by Kentucky Medicaid volume.

KY_EAC_exhibits_03 [By-Store-AWP (Column Exp)]
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